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The  Health  Care  Financing  Administration  was  established  to  combine  health  financing  and 
quality  assurance  programs  into  a  single  agency.  HCFA  is  responsible  for  the  Medicare  pro- 
gram, Federal  participation  in  the  Medicaid  program,  the  Professional  Standards  Review 
Organization  program,  and  a  variety  of  other  health  care  quality  assurance  programs. 

The  mission  of  the  Health  Care  Financing  Administration  is  to  promote  the  timely  delivery  of 
appropriate,  quality  health  care  to  its  beneficiaries— approximately  47  million  of  the  nation's 
aged,  disabled,  and  poor.  The  Agency  must  also  ensure  that  program  beneficiaries  are  aware 
of  the  services  for  which  they  are  eligible,  that  those  services  are  accessible  and  of  high 
quality,  and  that  Agency  policies  and  actions  promote  efficiency  and  quality  within  the  total 
health  care  delivery  system. 

HCFA's  Office  of  Research,  Demonstrations,  and  Statistics  (ORDS)  conducts  studies  and 
projects  that  demonstrate  and  evaluate  optional  reimbursement,  coverage,  eligibility,  and 
management  alternatives  to  the  present  Federal  programs.  ORDS  also  assesses  the  impact 
of  HCFA  programs  on  health  care  costs,  program  expenditures,  beneficiary  access  to  ser- 
vices, health  care  providers,  and  the  health  care  industry.  In  addition,  ORDS  monitors  na- 
tional health  care  expenditures  and  prices  and  provides  actuarial  analyses  on  the  costs  of 
current  HCFA  programs  as  well  as  the  impact  of  possible  legislative  or  administrative 
changes  in  the  programs. 

ORDS  also  annually  conducts  over  200  intramural  and  extramural  research,  demonstration, 
and  evaluation  projects.  The  Health  Care  Financing  Grants  and  Contracts  Reports  series 
presents  the  final  reports  from  selected  ORDS/HCFA-funded  extramural  projects. 
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FOREWORD 


The  National  Hospital  Rate-Setting  Study  is  the  most  compre- 
hensive study  of  hospitals  undertaken  to  date.     Within  the  study,  a  broad 
array  of  data  will  be  assembled  on  more  than  half  the  short-term  general 
hospitals  in  the  United  States  and  used  to  examine  many  important  aspects 
of  hospital  behavior  and  performance — finances,  scope  and  composition  of 
services,  resource  utilization,  productivity,  patient  outcomes,  organiza- 
tional structure,  and  financial  management.     In  addition,  the  study  will 
examine  the  accessability  of  hospital  care  to  various  socioeconomic  groups 
as  well  as  the  overall  structure  of  the  hospital  industry  (entries, 
closures,  mergers,  and  degree  of  market  concentration  and  specialization). 

The  importance  of  the  study  stems  not  so  much  from  its  compre- 
hensiveness, but  from  its  objective.     The  purpose  of  the  study  is  to 
determine  the  efficacy  of  various  programs  that  attempt  to  constrain  the 
rate  of  increase  in  hospital  costs  by  placing  prospective  limits  on  the 
reimbursement  hospitals  receive  for  the  services  they  provide.     To  the 
extent  that  these  programs  are  effective  in  constraining  costs  without 
reducing  the  quality  of  care  and  the  patients'  access  to  hospital  services, 
they  represent  an  important  mechanism  for  improving  the  efficiency  of 
health  care  delivery  and  for  reducing  the  aggregate  rate  of  inflation. 

The  prospective  reimbursement  programs  selected  for  study  are 
operated  by  state  agencies,  hospital  associations,  and  Blue  Cross  Plans. 
The  nine  programs  to  be  examined  in  the  greatest  detail  are  located  in  the 
following  states  or  areas : 

•    Arizona    •    Connecticut    •    Maryland    •    Massachusetts  •  Minnesota 
•    New  York    •    New  Jersey    •    Western  Pennsylvania    •  Washington 

To  the  extent  possible,  six  other  programs  will  also  be  evaluated: 

•    Colorado    •    Indiana    •  Kentucky    •  Nebraska 
•    Rhode  Island    •  Wisconsin 

These  programs  represent  a  good  cross-section  of  programs 
currently  in  existence.     Some  are  mandatory,  others  voluntary;  some  are 
long  standing,  others  new.     Some  programs  cover  virtually  all  sources  of 
hospital  reimbursement;  others  control  reimbursement  only  from  selected 
sources.     Some  programs  impose  controls  on  revenues  received  for  each  of 
numerous  types  of  services;  others  set  an  aggregate  payment  rate  per  day  of 
patient  care;  still  others  place  limits  only  on  the  total  revenue  received 
for  all  patient  services.     The  diversity  of  the  programs  under  study  will 
permit  an  evaluation  of  the  efficacy  of  alternative  approaches  and  thus 
should  provide  important  guidance  as  to  the  appropriateness  of  federal 
delegation  of  cost  containment  efforts  to  states  and  areas  and  offer 
insights  on  the  optimal  characteristics  of  any  future  cost  containment 
program  at  the  national  level. 

As  a  by-product,  the  study  will  provide  information  on  the 
effects  of  other  state  and  federal  regulation  of  hospitals.     If  the 
impact  of  prospective  reimbursement  programs  on  hospital  performance  is 
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to  be  measured  accurately,  this  impact  must  be  separated  from  the  effects 
of  other  programs.     The  design  of  the  study  requires  that  data  be  compiled 
on  the  existence  and  activities  of  professional  standards  review  organiza- 
tions (PSROs)  and  certificate  of  need  (CN)  agencies  at  the  state  or  area 
level.     Guidelines  for  and  limitations  on  reimbursement  of  hospitals  by 
Medicare,  Medicaid,  and  Blue  Cross  must  be  examined.     The  existence  of  the 
Economic  Stabilization  Program,  the  operation  of  federal  limitations  on 
hospital  capital  spending,  and  the  voluntary  cost  containment  effort 
promoted  by  the  American  Hospital  Association  must  also  be  taken  into 
account.     Since  measures  of  all  of  these  regulatory  programs  will  be 
included  in  the  statistical  analyses,  the  results  will  indicate  the  impact 
of  these  programs  on  a  broad  set  of  variables  that  measure  hospital  opera- 
tions and  performance . 

The  study  has  been  divided  into  three  phases.     During  the  first 
phase,  the  design  of  the  quantitative  evaluation  has  been  refined,  and 
detailed  case  studies  have  been  conducted  of  the  adoption,  evolution,  and 
current  operating  characteristics  of  the  nine  programs  of  primary  interest. 
The  second  phase  will  provide  preliminary  assessments  of  the  effects  of  the 
various  programs  on  the  most  important  aspects  of  hospital  performance. 
During  the  last  phase,  the  quantitative  evaluation  will  be  completed  and 
the  policy  and  administrative  implications  of  the  statistical  results 
carefully  analyzed  and  reported.     Compilation  of  data  will  continue  through 
all  three  phases;  the  final  computer  tapes  will  represent  an  important 
resource  for  future  research  and  program  management. 

This  volume  represents  the  most  generally  useful  report  from 
the  first  phase  of  the  study.*     It  presents  a  synthesis  and  analysis  of 
the  information  obtained  from  the  case  studies  of  the  nine  prospective 
reimbursement  programs  of  principal  interest.     The  objectives  of  the  report 
are  to  describe  the  characteristics  of  alternative  generic  approaches  to 
prospective  control  of  hospital  reimbursement,  to  indicate  the  lessons 
provided  by  the  mistakes  of  and  mid-course  corrections  to  early  versions  of 
the  programs,  and  to  provide  a  preliminary,  qualitative  assessment  of  the 
apparent  stringency  and  equity  of  the  various  programs  as  they  currently 
exist. 

This  report  is  the  culmination  of  the  work  of  many  persons  in 
addition  to  the  authors.     Other  staff  collaborated  with  the  authors  in  the 
preparation  of  the  nine  case  study  reports  upon  which  this  volume  is  based: 
James  Boland,  Martin  Chin,  Judy  DeMarco,  Gary  Gaumer,  Gail  Jensen,  Gilbey 
Kamens,  James  Kanak,  A.  James  Lee,  Helena  Reilly,  Michael  Sumner,  Karen 
Tyson  and  Nancy  Worthington.     Technical  guidance  and  substantive  critique 
was  provided  by  staff  of  the  Office  of  Research,  Demonstrations,  and 
Statistics  of  the  Health  Care  Financing  Administration  of  the  Department  of 
Health,  Education,  and  Welfare:     Fred  Hellinger,  Ruth  Lis,  Arne  Anderson, 
and  Bruce  Steinhardt.     Editorial  support  was  provided  by  Mary  Schumacher 


*Other  reports  from  the  first  phase  of  the  study  include  nine  case  studies, 
representing  detailed  compilations  of  information  collected  from  the  nine 
study  states  and  National  Hospital  Rate-Setting  Study:     Research  Objectives 
and  Methodology,  a  description  of  design  of  the  quantitative  evaluation  to 
be  conducted  during  the  last  two  phases  of  the  study. 
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and  manuscript  typing  and  proofreading  by  Valerie  Simpkins.     Sharon  Snyder 
coordinated  the  production  of  the  report  and  contributed  significantly  to 
its  editing  and  graphic  design.     I  interfered  in  numerous  ways  and  must 
share  the  responsibility  for  its  limitations. 

Substantial  gratitude  is  due  to  the  numerous  individuals  who  gave 
their  time  to  be  interviewed  as  part  of  the  case  study  effort.  Although 
substantial  information  was  obtained  from  various  reports,  manuals,  and 
memoranda,  personal  interviews  were  the  most  important  sources  of  factual 
information  and  analytic  insight.     These  individuals  are  too  numerous  to 
list  individually,  but  their  names  and  organizational  affiliations  are 
provided  in  the  appendices  to  the  individual  case  study  reports . 

The  National  Hospital  Rate-Setting  Study  is  being  sponsored  by 
the  Office  of  Research,  Demonstrations,  and  Statistics,  HCFA/DHEW.  The 
study  is  being  conducted  by  Abt  Associates  Inc.  and  its  subcontractors: 
Policy  Analysis,  Inc.;  Health  Economics  Research,  Inc.;  Authur  D.  Little, 
Inc . ;  and  Arthur  Andersen  &  Co . 

Craig  G.  Coelen 

Study  Director 

Abt  Associates  Inc . 

Cambridge,  Massachusetts 

January  1980 
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Chapter   1 :      INTRODUCTION  AND  SUMMARY  OF  FINDINGS 


1.1  Policy  Background 

The  introduction  of  Medicare  and  Medicaid  in  1965,  along  with  the 
continued  growth  of  group  health  insurance,  greatly  expanded  the  demand  for 
hospital  services.     As  a  result,  both  the  price  and  use  of  hospital  services 
rose  dramatically  during  the  late  1960s  and  the  1970s.     The  problems  were 
exacerbated  by  several  other  factors ,  including  a  lack  of  competitive 
forces  on  the  supply  side  of  the  market  for  hospital  services,  an  unusually 
rapid  rate  of  technological  improvements  in  medical  equipment,  and  the 
general  prevalence  of  cost-based  reimbursement  for  hospital  services. 
Expenditures  for  hospital  services  have  risen  at  an  average  rate  of  13 
percent  per  year  since  1960, ^  a  rate  of  increase  that  has  precipitated 
widespread  concern. 

The  public  response  to  this  crisis  has  involved  a  far-ranging 
set  of  multifaceted  programs  implemented  at  the  local,  state,  and  federal 
levels.     Hospital  utilization  is  now  regulated  by  professional  standards 
review  organizations  (PSROs),  and  capital  investment  by  state  certificate 
of  need  and  federal  1122  programs.     Health  systems  agencies  (HSAs)  have 
been  established  at  the  substate  level  to  carry  out  facility  and  service 
planning  in  concert  with  existing  regulatory  efforts.     In  a  further  effort 
to  make  the  industry  more  cost-competitive,  the  federal  government  has  also 
supported  health  maintenance  organizations  (HMOs),  which  provide  incentives 
to  curtail  costs  by  cutting  down  on  inappropriate  utilization. 

None  of  these  programs,  however,  directly  regulates  prices 
or  costs;  their  effects  are  indirect  and  their  impact  on  hospital  costs 
lags  far  behind  their  implementation.     Experimentation  with  alternative 
modes  of  payment,  including  prospective  rate  setting,  was  a  logical  next 
step.    As  part  of  the  overall  federal  effort  to  contain  health  care  costs, 
section  1875  of  the  Social  Security  Act  of  1965  (which  enacted  the  Medicare 
program)  authorized  the  secretary  of  DHEW  to  "carry  out  studies  and  develop 
recommendations"  to  increase  the  efficiency  and  economy  of  the  Medicare 
program.     In  1967,  section  402(a)  of  Public  Law  90-248  delegated  authority 
to  the  secretary  to  experiment  with  alternative  methods  of  reimbursement — 
specifically,  incentive  reimbursement.     This  authority  was  further  broadened 
in  1972  under  section  222(a)  of  the  Social  Security  Amendments  of  1972 
(Public  Law  92-603).     Under  these  amendments,  prospective  reimbursement 
methods  were  devised  and  tested  for  their  ability  to  "stimulate  providers 
through  positive  (or  negative)  incentives  to  use  their  facilities  or 
personnel  more  efficiently  and  thereby  to  reduce  the  total  costs  of  the 
health  programs  involved  without  adversely  affecting  the  quality  of 
services  ..."  (U.S.  DHEW,  SSA,  1976). 

Given  these  broad  congressional  mandates,  the  federal  government 
has  sponsored  developmental  and  demonstration  projects  in  several  states  to 
test  the  effectiveness  and  efficiency  of  various  types  of  prospective 
reimbursement  systems.     Concurrent  with  these  demonstrations,  evaluations 


Adjusted  to  eliminate  the  effects  of  inflation,  expenditures  for  hospitals 
have  risen  an  average  rate  of  8  percent  per  year. 
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have  also  been  conducted  to  determine  the  impact  of  alternative  prospective 
reimbursement  systems  on  hospital  costs,  quality,  access  to  patient  care, 
and  several  other  aspects  of  hospital  performance.     This  study,  funded  by 
the  Office  of  Research,  Demonstrations,  and  Statistics  of  the  Health  Care 
Financing  Administration,  DHEW,  represents  the  most  recent  and  the  largest 
hospital  evaluation  ever  undertaken. 

This  report  compares  the  salient  characteristics  of  the  nine 
prospective  reimbursement  programs  under  study. 2    The  comparisons  made  in 
this  report,  and  the  presentation  of  findings,  will  hopefully  provide 
useful  information  to  a  broad  audience: 

1.  Many  states  that  currently  have  prospective  rate-setting  programs 
can  learn  from  the  past  and  current  experiences  of  other  states 
with  prospective  reimbursement  programs.     Developmental  efforts 
being  undertaken,  such  as  experiments  with  alternative  payment 
mechanisms  or  alternative  case-mix  measures,  should  be  dis- 
seminated so  that  programs  may  make  use  of  the  current  state  of 
the  art  in  rate-setting  methodologies. 

2.  States  without  prospective  reimbursement  may  be  potential  adopters 
of  rate-setting  programs;  information  about  problems  that  other 
states  have  encountered  in  either  program  adoption  or  implementa- 
tion will  prove  helpful  in  avoiding  repetition  of  these  problems. 
In  particular,  state  legislators,  planning  agencies,  profes- 
sional standards  review  organizations,  and  other  agencies  and 
groups  involved  in  monitoring  or  regulating  the  industry  should  be 
aware  of  the  characteristics  of  the  rate-setting  function. 

3.  Information  regarding  state  regulatory  programs  in  the  health  care 
industry — specifically  hospitals — will  inform  the  general  public 
of  ongoing  efforts  to  control  the  severe  inflation  plaguing  the 
industry . 

4.  A  clear  understanding  of  the  key  characteristics  of  the  nine 
programs  under  study  is  crucial  to  the  development  of  a  sound 
research/ evaluation  design  that  is  tailored  to  the  specific 
programs  under  study. 

5.  Finally,  this  information  should  prove  useful  to  HCFA  in  their 
design  of  a  national  rate  regulatory  program  and/or  their  determi- 
nation of  strategies  for  decentralizing  the  rate  review  function 
to  individual  states . 

To  address  the  needs  of  this  wide  audience,  the  first-year 
analysis  of  the  nine  prospective  reimbursement  programs  poses  five  signif- 
icant questions: 

•    What  conditions  prompted  the  adoption  of  rate- 
setting  programs,  and  how  did  the  economic  and 


The  nine  study  programs  are  Arizona,  Connecticut,  Maryland,  Massachusetts, 
Minnesota,  New  Jersey,  New  York,  Washington,  and  Western  Pennsylvania. 
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political  climate  surrounding  adoption  influence 
the  type  of  program  implemented? 

•  What  organizational  obstacles  have  rate  setters 
encountered,  and  how  have  these  problems  been 
solved? 

•  What  methodological  obstacles  have  rate  setters 
faced,  and  how  have  these  problems  been  solved? 

•  What  legal  obstacles  have  rate  setters  faced, 
and  how  have  these  problems  been  solved? 

•  Is  one  generic  organizational  model  of  rate 
setting  appropriate  and  feasible  in  all  settings? 

In  addressing  these  questions,  the  adoption,  implementation, 
review  processes,  and  legal  issues  of  the  nine  prospective  reimbursement 
programs  under  study  were  analyzed.     The  findings  of  this  analysis  are 
presented  in  the  following  section.     Section  1.3  examines  the  key  stringency 
and  equity  characteristics  and  the  administrative  costs  of  the  nine  programs 
under  study. 

1.2  Summary  of  Findings 

Many  so-called  prospective  reimbursement  programs  have  been 
implemented  over  the  past  fifteen  years  in  this  country,  and  the  states  that 
have  implemented  these  systems  have  titled  them  in  different  ways:  "prospec- 
tive reimbursement,"  "prospective  rate  setting,"  "prospective  budget  review," 
"incentive  reimbursement."     Therefore,  a  short  definition  of  the  term 
"prospective  reimbursement"  is  presented  here  for  clarity. 

The  Department  of  Health,  Education,  and  Welfare  has  considered 
prospective  reimbursement  to  encompass  those  mechanisms  of  payment  to  health 
care  providers  that  establish  the  rate  the  provider  will  be  reimbursed 
prior  to  the  period  over  which  the  rate  is  to  be  applied  (U.S.  DHEW,  SSA, 
1976).     Dowling  (1974)  has  defined  prospective  reimbursement  as  a  method  of 
paying  hospitals  according  to  pre-established  rates  of  payment  for  fixed 
periods  of  time  regardless  of  actual  costs  incurred  (emphasis  added).  The 
very  title — prospective  reimbursement — distinguishes  it  from  other,  public 
utility  forms  of  rate  regulation:     first,  because  "reimbursement"  implies 
payment  primarily  by  third  parties  rather  than  by  consumers  (e.g.,  electric- 
ity users)  and,  second,  by  the  emphasis  on  prospective  rates  rather  than 
the  current  retrospective  mode  of  payment  that  permeates  the  industry. 
Retrospective  payment,  or  more  accurately,  end- period  adjustments  for 
actual  costs,  has  never  been  prominent  in  other  regulated  industries. 

Prospective  reimbursement  programs,  however,  can  and  do  vary 
greatly  from  state  to  state.     Not  all  programs  have  the  same  element  of 
prospectivity .     Often,  delays  in  setting  final  rates  introduce  uncertainty 
and  anxiety  over  what  the  approved  rates  will  be  (an  oft-cited  drawback  of 
retrospective  reimbursement) .     Nor  do  states  employ  the  same  organizational 
structures  and  procedural  criteria  for  setting  rates.     Variations  in 
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organization  and  process  can  be  crucial  to  program  stringency  and  equity, 
as  shall  be  shown,  but  as  long  as  rates  are  set  ahead  of  time  and  hospitals 
are  held  to  these  rates  except  for  extraordinary  circumstances  (e.g.,  fuel 
crisis) ,  then  the  program  is  generally  considered  one  of  prospective 
reimbursement . 

In  analyzing  the  nine  prospective  rate-setting  programs  over 
time,  several  key  findings  emerged  with  respect  to  the  overall  questions 
posed  earlier.     The  first  question  asked  what  the  conditions  were  that 
prompted  the  adoption  of  a  state  rate-setting  program  and  how  the  economic 
and  political  climate  influenced  the  type  of  program  implemented.  Analysis 
of  adoption  and  implementation  in  the  nine  study  programs  showed  the 
following : 

•  Rising  Medicaid  budgets  and  insurance  premiums 

were  the  two  primary  reasons  for  adoption.  Secondary 
objectives  for  adoption  were  to  reduce  payer  cross- 
subsidization  and  to  demonstrate  a  viable,  decentral- 
ized, nonfederal  approach  to  hospital  regulation. 

•  The  greater  the  perceived  financial  crisis  in 
Medicaid  budgets  and  insurance  premiums,  the 
greater  the  authority  vested  in  the  rate- 
setting  body. 

•  The  political  orientation  of  states  toward  government 
regulation  influenced  the  type  of  program  adopted: 
the  more  laissez-faire,  antiregulation  the  state, 
the  more  decentralized  and  voluntary  the  approach. 

•  Delayed  implementation  involving  extensive  data 
collection,  establishment  of  uniform  reporting 
and  accounting,  and  the  development  of  a  detailed 
rate  review  process  reduced  legal  and  legisla- 
tive challenges.     Programs  using  this  implementa- 
tion approach  followed  a  more  stable  evolutionary 
path  than  those  with  phased  or  immediate  imple- 
mentation . 

In  several  of  the  nine  states  under  study,  severe  financial 
crises  prompted  the  immediate  implementation  of  programs  with  considerable 
rate-setting  agency  authority.     However,  when  states  implemented  programs 
immediately,  without  adequate  development  time,  legal  and  legislative 
challenges  plagued  the  programs'  potential  success  later  on.     Finally,  in 
states  characterized  by  antiregulatory  sentiment,  programs  were  vested  with 
predictably  narrower  scopes  of  authority. 

These  findings  have  important  implications  for  states  considering 
a  hospital  rate-setting  program.     First,  unless  there  is  a  severe  financial 
crisis  prompting  adoption,  the  authority  vested  in  the  rate-setting  body 
may  be  sufficiently  narrow  as  fo  hamper  program  stringency.     This  authority 
may  be  even  narrower  in  states  with  environments  characterized  by  laissez- 
faire,  antiregulation  sentiments.     Furthermore,  since  the  conditions 
that  prompted  adoption  and  state  regulatory  sentiments  differed  across  the 
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states/  decentralization  of  the  rate-setting  function  to  individual  states 
may  produce  myriad  approaches  to  rate  setting,  resulting  in  a  wide  disparity 
in  potential  stringency  and  equity. 

The  second  question  asked  what  organizational  obstacles  rate- 
setting  agencies  faced  and  how  these  problems  were  solved  over  time. 
General  patterns  that  emerged  in  the  nine  states  under  study  were  the 
following : 

•  Over  time,  there  has  been  a  movement  away  from 
privately  sponsored  (e.g.,  Blue  Cross)  programs 
to  adoption  of  state  controls  over  hospital  rate 
setting. 

•  In  concert  with  a  movement  toward  state-admini- 
stered programs,  state  agencies  have  expanded 
their  authority  to  include  mandatory  compliance 
and  increased  scope  of  payer  coverage. 

•  Over  time,  rate-setting  agencies  have  incorporated 
the  authority  to  approve  or  review  and  comment  on 
the  operating  and  capital  costs  associated  with 
certificate  of  need  (CN)  approval. 

Many  of  the  early  rate-setting  programs  were  voluntary  in  nature  and 
sponsored  by  private  organizations.     The  stringency  of  these  early  programs 
was  largely  undermined  by  the  fact  that  hospitals  were  not  required  by  law 
to  adhere  to  rate-setting  agency  recommendations.     In  those  systems  where 
hospitals  must  participate  in  the  review  process  and  are  legally  bound  to 
the  rulings  of  the  agency,  the  likelihood  of  achieving  desired  changes  in 
hospital  behavior  is  improved.     The  early  programs  also  covered  only  one  or 
two  payers,  with  the  result  that  hospitals  could  circumvent  controls  for 
some  classes  of  payers  by  raising  prices  charged  to  other  payers  not 
covered  under  the  rate-setting  program.     By  including  more  payers  under  the 
program,  rate-setting  agencies  reduced  the  ability  of  the  hospitals  to 
circumvent  program  controls.     The  final  movement  towards  expanded  authority 
involves  the  relationship  between  rate  setting  and  planning.     If  rate 
setters  must  automatically  pass  through  into  reimbursement  rates  the  funds 
needed  for  CN-approved  projects,  the  impact  of  rate  setting  on  total  costs 
is  potentially  undermined.     Therefore,  prospective  reimbursement  programs 
that  have  the  authority  to  approve  or  to  review  and  comment  on  the  operating 
and  capital  costs  associated  with  a  new  service  in  advance  of  certificate 
of  need  approval  are  potentially  more  stringent  than  those  programs  that 
must  accept  the  decisions  of  planning  agencies  without  comment. 

The  third  question  asked  what  methodological  barriers  to  effec- 
tiveness were  encountered  by  rate-setting  agencies  and  how  these  problems 
were  solved.     General  patterns  of  rate  setting  that  emerged  included  the 
following : 

•  Over  time,  various  states  moved  away  from  unit 
price  or  price  increase  controls  to  control  of 
total  revenue.     In  addition,  direct  utilization 
controls  were  introduced. 
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•  Over  time,  many  programs  have  moved  toward  a  more 
mechanical,  formulary  approach  to  rate  setting. 

•  Programs  have  introduced  more  sophisticated 
grouping  algorithms  into  the  review  process, 
including  a  wider  range  of  variables  to  proxy 
the  input  prices,  product  differences,  and 
demand  factors  faced  by  individual  hospitals. 

The  particular  payment  unit  used  or  the  amount  controlled  by  the  system 
may  affect  program  stringency.     Programs  that  control  unit  prices  or  price 
increases  limit  their  ability  to  control  total  expenditure  increases,  since 
volume  is  not  controlled.     Furthermore,  a  system  that  sets  a  per  diem  rate 
or  controls  allowable  increases  in  rates  or  charges  may  provide  perverse 
incentives  to  the  industry  to  increase  volumes  or  intensity  of  service 
(Dowling,   1974;  Abt  Associates,   1975;   Cleverly,   1979b) .     Several  programs 
noted  these  problems  over  time  and  incorporated  changes  into  their  systems, 
including  control  of  total  revenue,  direct  utilization  controls  (such  as  a 
length-of-stay  penalty) ,  and  fixed  payments  on  a  per-case  basis. 

The  distinction  between  formulary  and  budget  review  programs 
has  gradually  eroded  over  time  as  budget  review  programs  have  incorporated 
formulary  adjustments  into  their  review  methodologies.     Programs  have 
incorporated  more  specific  screens  (for  identifying  excessive  costs)  as 
well  as  challenge  limits  and  automatic  disallowance  levels.     By  specifying 
screens  and  challengeable  amounts,  rate-setting  agencies  have  targeted 
review  activities  and  increased  the  efficiency  of  time  spent  reviewing  each 
hospital's  operations.     Moreover,  with  the  specification  of  areas  targeted 
for  review  and  challenge  limits,  analysts  negotiating  with  hospitals  are 
armed  with  empirical  evidence  that  particular  elements  of  hospital  operations 
are  inefficient.     And,  by  targeting  more  disaggregated  areas  of  operations 
for  their  review  (e.g.,  departmental  unit  costs),  rate-setting  agencies  are 
more  likely  to  identify  specific  areas  of  operation  that  are  inefficient. 
Finally,  some  of  the  programs  that  have  been  reviewing  hospital  budgets 
have  incorporated  certain  "review  by  exception"  methodologies  in  order  to 
decrease  administrative  costs.     These  methodologies  have  included  the  use 
of  automatic  hospital -specific  inflation  adjustments  and  global  rate 
increases  in  lieu  of  budget  review. 

The  use  of  interhospital  comparisons  is  prevalent  in  the  nine 
states  under  study  and  is  very  crucial  when  cost  screens  and  challenge 
limits  are  precisely  specified.     The  problem  faced  by  rate  setters  in 
making  these  comparisons  has  been  the  need  to  ensure  that  comparisons  be 
made  among  reasonably  similar  hospitals.     If  peer  groups  are  defined 
imprecisely,  so  that  similar  hospitals  are  placed  in  different  groups, 
interhospital  comparisons  will  be  inefficient  and  inaccurate  and  may  also 
lead  to  frequent  rate  appeals  and  legal  challenges.     Increasing  the  number 
and  types  of  variables  used  in  the  grouping  process  should  ensure  greater 
homogeneity  of  the  peer  groups  formed. 

As  programs  have  matured  over  time,  rate-setting  agencies  have 
sought  to  provide  greater  equity  in  their  systems.     Court  challenges  over 
issues  like  hospital  case  mix  and  lack  of  due  process  have  resulted  in 
decisions  favorable  to  the  industry  and  underline  the  necessity  for  program 
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change.     In  addition,  programs  have  also  moved  to  extend  equity  to  various 
third-party  payers.     Major  changes  related  to  equity  include  the  following: 

•  Actual  product  (case  mix)  differences  among 
hospitals  have  been  incorporated  in  some  form 
into  the  review  process. 

•  Over  time,  rate-setting  authorities  have 
increased  the  extent  of  due  process  in  their 
programs . 

•  Over  time,  state  rate-setting  agencies  have 
moved  closer  to  the  elimination  of  cross- 
subsidization  among  payers. 

Because  differences  in  the  severity  of  case  mix  across  hospitals  are  known 
to  be  related  to  differences  in  hospital  costs,  the  inclusion  of  case  mix 
in  the  review  process  results  in  a  more  equitable  treatment  of  individual 
institutions.     Programs  have  responded  to  this  concern  through  the  use 
of  case  mix  in  certain  statistical  techniques  for  screening,  the  use  of 
case  mix  in  grouping  for  interhospital  comparisons,  the  use  of  a  case-mix- 
adjusted  payment  rate,  and  adjustments  on  the  basis  of  case-mix  differences 
to  various  items  reviewed . 

Several  states  have  also  either  incorporated  due  process  consid- 
erations into  their  systems  or  increased  industry  involvement  in  policymaking. 
Detailed  regulations  that  serve  to  reduce  both  arbitrariness  and  ambiguity 
in  the  rate-setting  process  have  been  added  in  several  states.     In  addition, 
broader  opportunities  to  justify  disallowed  costs  have  been  provided  in  the 
administrative  hearing  process. 

In  addition  to  institution-specific  equity,  equity  across  various 
payers  has  also  been  a  concern  of  rate-setting  agencies.     An  important 
determinant  of  the  equity  of  a  program  is  the  degree  to  which  its  methodology 
encourages  or  discourages  cross-subsidization  among  payers.     In  those 
programs  where  only  certain  payers  are  covered  by  the  system,  prices  to 
noncovered  patients  may  increase  inequitably.     Similarly,  if  rates  are  set 
equally  across  payers  while  differential  costs  across  payers  are  incurred, 
payer  cross-subsidization  results.     In  response  to  these  concerns,  various 
rate-setting  programs  have  increased  the  scope  of  payer  coverage,  linked 
reimbursement  to  case  mix,  limited  the  extent  to  which  charges  may  exceed 
costs  at  both  the  aggregate  and  departmental  level ,  and  incorporated 
cost- justified  discounts  into  the  calculation  of  individual  payer's  rates 
or  allowable  revenue. 

The  fourth  question  asked  what  legal  obstacles  were  encountered 
by  rate-setting  agencies  and  how  these  problems  were  overcome.     As  the 
various  rate-setting  programs  evolved,  certain  legal  challenges  to  rate- 
setting  authority  were  instituted,  either  by  individual  hospitals  or  by  a 
hospital  association.     A  review  of  these  legal  challenges  indicates  that 
judicial  resolutions  have  been  concentrated  primarily  in  four  areas.  The 
first  area  relates  to  the  procedures  that  rate-setting  agencies  have  used, 
either  in  promulgating  regulations  or  in  making  individual  decisions. 
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Judicial  resolutions  in  this  area  relate  to  the  legality  of  general  rate- 
setting  agency  policies  that  were  not  issued  as  regulations.     The  second 
area  of  judicial  resolutions  concerned  the  extent  to  which  rate-setting 
agency  policies  were  within  the  authority  delegated  by  the  statute.  A 
third  area  of  litigation  has  concerned  the  scope  of  review  that  a  court 
will  undertake  of  substantive  agency  policy.     Scope  of  judicial  review 
defines  the  extent  to  which  a  court  will  review  the  merits  of  an  agency 
regulation  or  decision.     These  court  cases  concern  the  extent  to  which  the 
court  will  undertake  substantive  review  of  an  agency  policy/  versus  the 
extent  to  which  the  court  will  accept  agency  expertise. 

The  last  area  of  court  litigation  has  significant  bearing 
on  possible  federal  decentralization  of  the  rate-setting  function  to 
individual  states;  it  concerns  the  implications  for  federal-state  relations, 
given  judicial  review  of  Medicaid  rate-setting  programs.     In  these  cases, 
the  courts  have  considered  whether  PHEW  approval  of  state  rate-setting 
procedures  for  setting  Medicaid  rates  has  been  reasonable  in  cases  where 
state  procedures  vary  from  Medicare's  reimbursement  principles.  Analysis 
of  the  various  court  cases  in  these  four  areas  indicates  the  following: 

•  Improper  promulgation  of  regulations  and  failure 
to  follow  statutory  procedures  have  resulted  in 
judicial  decisions  favorable  to  hospitals,  thus 
weakening  regulatory  authority  and  delaying 
implementation  of  agency  policy. 

•  When  agency  policy  has  been  challenged  as 
unauthorized,  agency  interpretation  of  the 
legislation  has  been  upheld  by  the  courts.  In 
cases  where  the  legislation  has  been  vague  or 
imprecise,  courts  have  decided  in  favor  of  the 
hospitals . 

•  Courts  have  generally  upheld  substantive  agency 
decisions.     Agencies  have  been  cautioned, 
however,  to  develop  clear  and  comprehensive 
records  of  decisions,  since  records  are  examined 
by  the  courts  for  evidence  of  arbitrary  and 
capricious  behavior. 

•  In  cases  where  DHEW  approval  of  Medicaid  rates 
has  been  challenged,  state  regulations  and  DHEW 
approval  were  upheld  by  the  court.  Provided 
that  a  state  offers  sufficient  appellate  rights 
to  hospitals,  with  subsequent  rights  of  judicial 
review,  DHEW  approval  of  "reasonable"  prospective 
Medicaid  reimbursement  rates  set  by  state 
authorities  is  likely  to  be  sustained. 

Cases  where  agency  policy  has  been  challenged  on  procedural  grounds  include 
the  use  of  "criteria"  rather  than  promulgated  regulations  to  review  budgets 
and  the  failure  to  appoint  a  hospital  policy  and  review  board  to  consider 
proposed  regulations.     This  finding  suggests  the  importance  of  formalizing 
review  procedures  through  the  promulgation  of  regulations.  Unfortunately, 
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administrative  law  doctrines  do  not  provide  a  clear  indication  of  the  type 
of  regulation  that  requires  promulgation.     The  conservative  rule  may  be: 
when  in  doubt,  promulgate. 

An  example  of  a  case  where  the  authority  of  an  agency  policy  was 
challenged  is  a  rate-setting  agency's  attempt  to  regulate  fee-for-service 
physicians  when  the  legislation  did  not  explicitly  include  this  authority. 
This  finding  indicates  that  explicit  legislative  authorization  is  necessary 
to  successfully  implement  rate-setting  agency  policies.     Should  the  agency 
wish  to  introduce  new  policy  or  procedures  not  explicitly  covered  in  the 
legislation,  it  should  show  a  reasonable  correlation  between  its  policy  and 
the  intent  of  the  legislation. 

In  cases  where  substantive  challenges  were  lodged  against  the 
rate-setting  agency,  courts  have  recognized  agency  experience  and  expertise 
and  have  presumed  rate-setting  agency  actions  to  be  reasonable.  Rate-setting 
agencies  have  been  cautioned,  however,  to  develop  and  maintain  a  clear 
administrative  record  that  elucidates  the  rationale  behind  a  particular 
decision.     This  is  particularly  crucial  when  institution-specific  (rather 
than  industry-wide)  decisions  are  made,  since  the  courts  appear  to  conduct 
judicial  review  of  individual  cases  with  greater  thoroughness  and  skepticism. 

The  1972  Social  Security  Act  Amendments  authorized  the  Secretary 
of  the  U.S.  Department  of  Health,  Education,  and  Welfare  to  approve  state 
reimbursement  methodologies  for  Medicaid  that  vary  from  Medicare's  reimburse- 
ment principles.     In  two  states,  hospitals  have  legally  challenged  the 
validity  of  both  the  state  reimbursement  regulations  and  HEW  approval ,  and 
in  both  cases,  courts  have  decided  in  favor  of  the  agency.     The  primary 
interest  of  the  courts  in  both  cases  was  whether  sufficient  opportunity  for 
appeal  of  the  rate  had  been  provided  to  the  hospitals.     The  implication  of 
these  findings  is  that,  while  states  may  utilize  methodologies  for  Medicaid 
rate-setting  that  are  different  from  Medicare  principles,  they  must  be  sure 
to  provide  due  process  to  the  industry  in  formulating  those  rates. 

The  final  question  asked  whether  one  generic  organizational 
model  of  rate  setting  is  appropriate  and  feasible  in  all  settings.  Analysis 
of  the  programs  under  study  indicates  that: 

•  Hospital  rate-setting  organizations  can  be  classified 
into  four  broad,  generic  models:     commission,  central- 
ized state  agency,  decentralized  state  agency,  and  private 
voluntary. 

•  No  one  generic  model  of  rate  setting  guarantees  a  strin- 
gent, equitable  program  in  all  states. 

•  Key  characteristics  related  to  program  stringency  and 
equity,  including  scope  of  authority,  payer-industry 
representation,  extent  of  due  process,  and  rate-setting 
procedures,  are  not  inherently  associated  with  locus  of 
authority. 
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Unlike  public  utility  regulation,  which  follows  the  independent 
commission  model  almost  exclusively,  state  approaches  to  setting  hospital 
rates  have  taken  numerous  directions.     Four  basic  approaches  have  emerged, 
however:     the  traditional  public  utility  commission  (independent  of  or 
within  a  state  health  department) ,  centralized  administration  by  a  designated 
state  agency,  decentralized  agency  delegation  to  other  public  (e.g.,  HSAs) 
or  private  (hospital  association)  bodies,  and  strictly  private  and  voluntary 
efforts  (primarily  hospital  associations  or  third-party  payers  without 
legislative  authorization) .     Rate  setting  in  the  health  care  industry  is 
still  in  an  inchoate  stage,  so  it  is  impossible  to  document  any  strong 
trend  towards  one  approach.     This  may  be  true  because  locus  of  authority, 
in  and  of  itself,  does  not  assure  stringency  and  equity.     Each  approach  has 
advantages  and  disadvantages. 

More  pertinent  to  stringency  and  equity  are  scope  of  authority, 
nature  of  representation,  extent  of  due  process,  and  the  process  of  setting 
rates,  all  of  which  can  vary  within  locus.     Consider  scope  of  authority, 
which  includes  the  following  as  necessary  elements  for  a  stringent  but 
equitable  program:     complete  payer  coverge ,  mandatory  hospital  compliance, 
a  broad  latitude  in  defining  allowable  costs  and  specifying  reporting  and 
accounting  procedures,  and  significant  complementary  input  into  other 
regulatory  activities,  particularly  certificate  of  need.     No  generic 
approach  to  rate  setting  necessarily  includes  all  of  these  elements. 
Many  groups,  including  hospital  associations,  have  lobbied  for  adoption  of 
a  commission  approach  to  regulating  the  industry,  even  though  some  commis- 
sions do  not  provide  for  complete  payer  coverage,  do  not  require  strict 
compliance,  and  lack  formal  linkages  with  CN.     Even  independence  from 
industry  influence  can  vary,  depending  on  the  criteria  used  to  select 
commissioners;  consequently,  some  states  (e.g.,  New  York)  have  been  reluctant 
to  adopt  the  commission  model. 

On  the  other  hand,  the  private,  voluntary  approach  automatically 
limits  scope  of  authority,  as  participation  can  only  be  voluntary  and  there 
is  limited  ability  to  enforce  compliance.     Furthermore,  imbalanced  repre- 
sentation of  industry  interests  is  highly  likely.     A  legislated,  decentralized 
approach  involving  state  agency  delegation  to  another  group  (e.g.,  HSAs  in 
Arizona  or  the  hospital  association  in  Minnesota)   could  overcome  many  of 
the  problems  associated  with  a  strictly  private  approach,  but  the  potential 
lack  of  external  oversight  to  assure  objectivity  may  be  a  chronic  problem. 

One  implication  of  these  findings  is  that  state  exemption  from 
f ederalr^cjylatory  controls  should  not  be  predicated  solely  on  locus  of 
authority .     Placing  the  rate-setting  function  in  a  commission  or  a  state 
health  department  will  not  ensure  the  necessary  scope  of  authority,  nor  a 
rigorous,  impartial  implementation  of  that  authority.     While  it  is  tempting 
to  further  mandate  requirements  in  each  of  these  areas  (e.g.,  mandatory 
compliance) ,  federal-state  regulatory  experience  in  health  planning,  CN,  and 
other  areas  does  not  bode  well  for  a  tough,  equitable  implementation  in 
states  that  are  philosophically  opposed  to  government  intervention 
in  private  markets.     The  rigor  with  which  regulations  are  applied  is  at 
least  as  important  to  program- success  as  the  regulations  themselves,  and 
rigorous  implementation  cannot  necessarily  be  federally  legislated. 
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1.3  Program  Stringency Equity/  and  Cost  in  the  Nine  Study  States 

This  section  provides  a  state-by-state  summary  comparison  of 
program  stringency,  equity,  and  costs.     Its "purposes  are  twofold:  to 
provide  the  reader  with  an  overview  of  program  authority,  organization,  and 
rate  review  processes;  and  to  identify  meaningful  program  differences, 
which  can  ultimately  be  used  to  explain  observed  differences  in  hospital 
performance  across  states.     As  a  summary,  it  is  necessarily  limited;  more 
detail  supporting  the  conclusions  can  be  found  in  the  chapters  to  follow. 

1.3.1     Program  Stringency 

How  "stringent"  or  "binding"  are  the  rates  set  by  the  nine 
prospective  reimbursement  programs?     This  is  a  key  question  in  determining 
the  ultimate  success  of  any  rate-setting  program.     In  this  report,  struc- 
tural and  procedural  characteristics  will  be  used  to  proxy  stringency. 
Defined  in  terms  of  organization,  authority,  and  procedure,  stringency 
is  multidimensional;  no  one  program  characteristic  (e.g.,  percentage  of 
payers  covered  by  the  program)   can  precisely  index  how  tough  one  program  is 
relative  to  another.     Various  program  attributes  may  complement  or  affect 
one  another  in  the  depiction  of  overall  stringency.     When  two  programs  are 
compared,  one  program  may  appear  very  stringent  along  some  dimensions 
and  relatively  weak  along  others;  both,  however,  could  be  relatively 
binding,  or  tough,  on  hospitals.     A  number  of  program  characteristics  must 
be  considered  simultaneously  if  relative  stringency  is  to  be  assessed 
preliminarily  on  the  basis  of  program  characteristics.     Table  1  summarizes 
the  program  features  that  are  believed  to  be  the  most  important  deter- 
minants of  the  toughness  of  regulatory  control . 

Locus  of  authority  is  likely  to  be  an  important  determinant  of 
stringency.     Programs  administered  by  departments  of  health  have  a  strong 
fiscal  incentive  to  constrain  hospital  reimbursement,  for  the  administering 
agency's  expenditures  for  Medicaid  will  rise  less  rapidly  if  hospitals  are 
tightly  regulated.^     Programs  run  by  hospital  associations  have  a  fiscal 
incentive  for  lenient  reimbursement  controls.     Independent  commissions  are 
often  proclaimed  to  be  the  least  biased  organizational  forms.  Arizona 
employs  a  novel  approach  of  state  delegation  to  health  systems  agencies 
(HSAs),  which  may  be  insufficiently  stringent  if  advocacy  for  local  interests 
predominates.     Such  a  delegation  can  engender  a  different  sort  of  conflict 
of  interest,  one  characterized  by  an  imbalance  of  political  interests  and 
financial  responsibility;  namely,  HSA  boards  are  responsible  for  meeting 
local  community  health  needs  but  not  for  the  allocation  of  funds  that  come 
primarily  from  state  and  federal  budgets. 


Programs  administered  by  Blue  Cross  also  have  a  vested  interest  in  tight 
controls,  but  the  fiscal  incentive  may  be  at  least  partially  offset  by  the 
presence  of  physicians  and  hospital  administrators  on  the  Blue  Cross  Board 
of  Directors. 
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Table  1:  Characteristics  of  Program  Authority  and  Organization  by  Program 


Type  of  Co 

Ttpliance 

Program 

Locus 
of  Authority 

Adoption 
Motive 

Regulatory 
Environment 

Review 
Requirement 

Rate  Year 

Dynamic 

Payers 
Covered 

Financial 
Viability 

CN 
Linkage! 

Arizona 

DOH1/HSAs 

Insurance 
costs; 

Intervention 

Anti 

Mandatory 

Voluntary 

None 

Blue  Cross 

Commercial 

Self-pay 

Yes 

Automatic; 
Input 

Connecticut 

Independent 
Commission 

Insurance 
costs 

Pro 

Mandatory 

Mandatory 

None 

Commercial 
Self-pay 

No 

o 

Not  automatic; 
Input 

Maryland 
Massachusetts 

Independent 
Commission 

Insurance 
costs 

Pro 

Mandatory 

Mandatory 

None 

All 

Yes 

Not  automatic; 
Input 

Medicaid 

Charge- 
Control 

DHS3 
DHS 

Commission 

Fiscal  crisis 
Equity 

Pro 
Pro 

Mandatory 
Mandatory 

Mandatory 
Voluntary 

Sub- 
stantial 

None 

Medicaid 
Commercial 

No 
No 

Automatic; 
Input 

Automatic; 
I  nput 

Minnesota 

Hospital 
Association 
delegation 
from  DOH 

Insurance 
costs; 

Intervention 

Neutral 

Mandatory 

Voluntary 

None 

Blue  Cross 

Commercial 

Self-pay 

Yes 

Automatic 

New  Jersey 

DOH 

Insurance 
costs 

Pro 

Mandatory 

Mandatory 

Sub- 
stantial 

Blue  Cross 
Medicaid 

No 

Not  automatic; 
Input 

New  York 

Medicaid/ 
Blue  Cross 

DOH 

Blue  Cross 

Fiscal  crisis 

Pro 

Mandatory 

Mandatory 

None 

Blue  Cross 
Medicaid 

No 

Not  automatic; 
Input 

Charge- 
Control 

DOH 

Equity 

Pro 

Mandatory 

Mandatory 

None 

Commercial 
Self-pay 

No 

Not  automatic; 
Input 

Western 
Pennsylvania 

Blue  Cross 

Insurance 
costs 

Neutral 

Voluntary 

Mandatory 

None 

Medicare 
Blue  Cross 
Medicaid 

Not  ap- 
plicable 

Not  applicable 

Washington 

Independent 
Commission 

Insurance 
costs; 

Intervention 

Neutral 

Mandatory 

Mandatory 

None 

All 

Yes 

Not  automatic; 
Input 

Department  of  Health 

!Since  the  CN  approval  function  is  carried  out  by  the  same  agency.threat  of  withholding  CN  approval  is  used  in  rate  setting  negotiations. 
'Department  of  Human  Services 
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State  motives  for  adopting  rate  regulation  have  also  been  found 
to  affect  potential  stringency.     As  a  general  rule,  states  in  budgetary 
crisis  (e.g.,  New  York  and  Massachusetts)  have  given  broader  authority  to 
rate  setters  to  set  tight  rates,  usually  through  the  expedient  use  of 
general  formulas.     Other  states  have  been  more  concerned  with  potential 
federal  intervention  (e.g.,  Arizona,  Minnesota,  and  Washington)   and  have 
taken  the  first  step  in  the  hope  of  precluding  such  intervention.  Without 
a  real  fiscal  crisis,  however,  less  political  pressure  is  brought  to  bear 
on  the  program  to  "squeeze"  hospitals;  because  rising  insurance  costs  are 
not  directly  borne  by  taxpayers,  programs  established  to  combat  high 
insurance  premiums,  while  potentially  very  stringent,  again  lack  the 
political  immediacy  of  a  general  fiscal  crisis.     This  may  in  certain 
instances  limit  scope  of  authority  and,  by  implication,  stringency. 

Why  states  adopt  prospective  reimbursement  must  be  examined 
within  a  r e gul atory  context ;  that  is,  what  posture  does  the  legislature 
take  regarding  industry  regulation  generally?     On  the  one  hand,  it  may  be  a 
strong  supporter  of  regulation,  rejecting  the  notion  that  unconstrained, 
free  markets  lead  to  optimal  social  well-being.     Or  it  may  have  an  opposite 
bias,  seeing  regulation  as  appropriate  for  redressing  market  failure  only 
in  limited  cases.     It  stands  to  reason  that  proregulation  legislatures  are 
likely  to  empower  rate-setting  agencies  with  a  broad  scope  of  authority  and 
isolate  them  from  industry  pressure,  while  antiregulation  states  will  view 
regulation  only  as  a  necessary  evil  and  restrict  the  scope  of  authority 
accordingly.     Industry  capture  should  also  be  less  of  a  concern  in  laissez- 
faire  states,  where  the  industry  is  likely  to  play  a  major  role  in  regulation. 

Based  to  the  extent  possible  on  informal  interviews  with 
legislative,  regulatory,  and  industry  staffs,  states  have  been  roughly 
characterized  as  either  pro,  neutral,  or  antiregulation.  Proregulation 
states,  including  Connecticut,  Maryland,  Massachusetts,  New  Jersey,  and  New 
York,  use  regulation  vigorously  to  monitor  public  utilities,  business 
competition,  product  standards  and  safety,  pollution,  consumer  protection, 
and  the  like.     Antiregulation  states,  like  Arizona,  generally  avoid  regu- 
lating business  if  at  all  possible:     public  utility  regulation  is  likely  to 
be  decentralized  with  a  caveat  emptor  applied  to  consumer  affairs.     As  a 
result,  antiregulation  states  often  have  been  at  least  as  concerned  with 
impending  federal  legislation  as  they  have  with  the  problem  at  hand, 
and  state  adoption  is  seen  as  a  partial  protection  of  local  industry  from 
federal  regulation.     Of  the  two  choices,  federal  or  state  regulation,  the 
latter  is  almost  always  preferred  in  antiregulation  states. 

Requirement  of  mandatory  review  strengthens  the  authority  of  a 
rate-setting  program.     If  participation  is  voluntary,  it  is  likely  that 
inefficient  hospitals  would  opt  out  of  the  program.     Such  self-selection 
limits  the  impact  of  the  program  on  statewide  hospital  costs.     Only  one 
program,  run  by  Blue  Cross  of  Western  Pennsylvania,  allows  voluntary 
participation.     If  hospitals  opt  not  to  join  the  program,  they  face  a 
tighter  limit  on  year-to-year  increases  in  Blue  Cross  payments  than  is 
potentially  available  to  program  participants. 

The  ability  of  programs  to  enforce  their  decisions  on  hospitals 
is  determined  by  their  ability  to  require  rate-year  compliance.     With  this 
power,  programs  extract  a  one-time  dollar  penalty  in  the  succeeding  rate 
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period  on  hospitals  that  generate  revenue  in  excess  of  what  is  approved. 
New  rates,  however,  are  generally  based  on  actual  costs  in  a  preceding 
year,  adjusted  for  inflation.     Hence,  a  hospital  would  have  an  incentive  to 
increase  costs  in  the  short  run,  take  a  one-year  penalty,  and  then  enjoy 
those  extra  costs  thereafter.     (The  extent  of  this  incentive  to  overspend 
will  depend  inter  alia  on  the  scope  and  nature  of  interhospital  comparisons; 
generally,  the  tighter  the  interhospital  screens,  the  more  extra  costs 
deducted  each  and  every  year.) 

Arizona,  Minnesota,  and  Massachusetts  charge  control  currently 
are  the  only  three  programs  lacking  mandatory  rate-year  compliance;^  in 
the  remaining  programs,  hospitals  must  abide  by  approved  revenue  limits  or 
be  subject  to  year-end  penalties  of  one  sort  or  another.     Without  the 
sanction  of  financial  penalties,  the  programs  in  Arizona  and  Minnesota, 
like  Western  Pennsylvania,  where  participation  is  voluntary,  must  rely  on 
public  pressure  and  industry  cooperation  to  accomplish  their  objectives. 
Negotiation  and  compromise  become  key  elements  for  program  success. 

There  is  a  second,  more  subtle,  mode  of  compliance  that  further 
differentiates  programs.     Dynamic  compliance  essentially  holds  hospitals  in 
every  succeeding  year  to  approved  rather  than  actual  costs,  adjusted  for 
inflation.     Where  programs  have  this  authority,  hospitals  have  no  incentive 
to  overspend  in  one  year  to  build  a  higher  cost  base  for  future  years.  The 
effects  of  dynamic  compliance  have  been  particularly  evident  in  New  Jersey, 
where  prospective  rates  now  are  averaging  only  1  or  2  percent  above 
last  year's  costs  because  most  hospitals  have  not  stayed  within  the  predicted 
cost  limits  in  earlier  years.     The  Medicaid  program  in  Massachusetts 
has  a  similar  provision.^ 


Program  authority  to  set  rates  for  all  or  most  payers,  like 
compliance,  enhances  program  stringency.     As  a  general  rule,  the  more 
pay er  s  coyer ed ,  the  more  constraining  the  program,  as  fewer  opportunities 
exist  to  cross-subsidize  one  payer  class  by  raising  rates  to  another. 
Setting  rates  for  more  payers  should  also  enhance  payer  equity  as  a 
natural  by-product.     It  is  important  to  distinguish  between  two  types  of 
payers,  however — those  that  are  cost  based  and  those  that  pay  charges — in 
evaluating  the  potential  impact  of  excluded  payer  classes.     If  only  cost- 
based  payers  like  Medicare  are  outside  program  scope,  then  no  direct 
opportunities  exist  to  shift  losses  incurred  on  prospectively  reimbursed 
patients  to  other  patients.     (Indirect  opportunities  may  still  exist,  such 
as  shifting  costs  into  hospital  departments  with  high  Medicare  utilization, 
which  results  in  cost-based  reimbursement  above  true  costs.)     If  charge- 
based  payers  (usually  commercial,  self-pay,  and  occasionally  Blue  Cross) 


While  compliance  is  legally  mandatory  for  the  charge-control  program  in 
Massachusetts,  hospitals  are  not  subject  to  year-end  dollar  penalties. 

Lagging  the  cost  base  two  or 'more  years,  as  is  done  in  some  programs 
like  New  York,  has  the  effect  of  discouraging  cost  increases  to  raise  the 
rate  base.     Hence,  some  informal  kind  of  dynamic  compliance  may  be  practiced 
in  more  than  just  New  Jersey  and  Massachusetts. 
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are  excluded,  then  real  opportunities  for  cross-subsidization  remain. 
Hospitals  may  set  higher  prices  for  charge-based  payers  to  counteract  lower 
reimbursement  from  Medicaid  or  Blue  Cross. 

Referring  again  to  table  1,  only  two  programs,  Maryland  and 
Washington,  now  cover  all  payers.     With  the  exception  of  Western  Pennsylvania 
and  these  two  states,  Medicare  is  excluded.     This  exclusion  could  seriously 
undermine  the  scope  of  most  programs  if  it  were  not  for  the  fact  that 
Medicare  is  a  cost-based  payer.     Because  it  is,  less  direct  cross- 
subsidization  is  possible,  although  indirect  subsidization  no  doubt  occurs. 
Medicaid,  commercially  insured,  and  self-pay  patients  generally  are  included 
in  program  coverage  which,  given  that  the  latter  two  are  usually  charge- 
based,  limits  cross-subsidization  considerably.     Notable  exceptions  to  this 
rule  are  Connecticut,  New  Jersey,  and  Western  Pennsylvania.  Connecticut 
covers  only  charge-based  commercially  insured  and  self-pay  patients,  while 
New  Jersey  and  Western  Pennsylvania  cover  just  the  opposite:  cost-based 
Blue  Cross  and  Medicaid  patients  (plus  Medicare  in  Western  Pennsylvania) . 
The  Connecticut  program  suffers  in  terms  of  stringency  because  a  majority 
of  payers  remain  uncovered,  while  New  Jersey  and  Western  Pennsylvania, 
although  covering  a  greater  percentage  of  patients,  leave  extensive  oppor- 
tunity for  cross-subsidization. 

Four  states  (Arizona,  Maryland,  Minnesota,  and  Washington) 
explicitly  attached  financial  viability  caveats  to  their  enabling  legisla- 
tion, which  require  programs  to  consider  the  total  financial  requirements 
of  the  hospital  and  to  set  rates  that  do  not  jeopardize  the  financial 
viability  of  individual  institutions.     This  may  be  interpreted  by  hospitals 
as  a  guarantee  of  financial  solvency,  but  no  court  tests  of  this  clause  in 
the  legislation  have  materialized  so  far  to  bear  this  out.     The  latent 
potential  for  limiting  program  stringency,  nevertheless,  possibly  colors 
the  way  in  which  rate  setters  go  about  setting  rates  and  gaining  hospital 
compliance. 

A  final  aspect  of  program  structure  involves  linkages  with  other 
regulatory  groups,  in  particular,  certificate  of  need.     Participating  in 
the  analysis  of  hospital  capital  and  service  needs  can  significantly 
enhance  the  prospectivity  of  rate  setting  by  preventing  unnecessary  expend- 
itures a  priori.     With  the  exception  of  Western  Pennsylvania,  all  states 
have  CN,  but  interactions  between  rate  setting  and  CN  take  various  forms. 
First,  some  states  (e.g.,  Arizona,  Massachusetts,  and  Minnesota)  treat  CN 
approvals  as  automatic  pass-throughs  in  establishing  the  rate  base,  while 
others  (e.g.,  Connecticut,  Maryland,  New  Jersey,  New  York,  and  Washington) 
apply  capital  and/or  operating  cost  screens  to  approved  projects  just  as  to 
any  other  capital  investment.     Most  rate-setting  staffs  also  provide  input 
to  the  CN  review  process,  while  some  even  do  extensive  financial  feasibility 
analyses  (e.g.,  Washington  and  New  Jersey).     Such  is  not  the  case,  however, 
in  Minnesota  and  Western  Pennsylvania,  where  little  or  no  formal  interaction 
occurs. 

Considering  the  disparity  of  motives  for  adopting  hospital  rate 
setting,  the  authority  granted,  and  the  organization,  it  should  be  obvious 
why  absolute  rankings  of  program  stringency  are  impossible.     States  that 
look  very  stringent  along  certain  dimensions  usually  have  offsetting 
features.     New  Jersey  and  Washington  are  good  examples,  for  different 
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reasons.     In  terms  of  potential  stringency/  New  Jersey  looks  very  strong: 
it  was  adopted  because  of  escalating  insurance  premiums,  with  mandatory 
review,  both  rate-year  and  dynamic  compliance,  no  financial  viability 
clauses  in  the  legislation,  and  extensive  input  into  CN  reviews.     But  as  of 
1978,  the  program  covered  only  Blue  Cross  and  Medicaid.6     Therefore,  even 
if  the  program  were  to  set  very  tight  rates,  extensive  opportunities  would 
exist  to  cross-subsidize  by  raising  charges,  thus  bypassing  much  of  the 
program's  "bite."     Washington's  program,  by  contrast,  was  adopted  in  part 
to  stave  off  federal  intervention.     While  review  and  rate-year  compliance 
are  mandatory  and  all  payers  are  covered,  no  dynamic  compliance  exists,  nor 
may  the  commission  threaten  hospitals'   financial  viability.     Because  of 
potentially  offsetting  strengths  and  weaknessess,  it  is  not  possible  to 
determine,  on  the  basis  of  program  characteristics  alone,  which  of  these 
two  programs  is  tougher.     One  might  agree  that  the  programs  in  Arizona, 
Minnesota,  and  Western  Pennsylvania  are  less  stringent  than  the  programs  in 
other  states — essentially  as  the  result  of  volunteerism.     Even  this  would 
be  a  somewhat  subjective  assessment,  however. 

Conclusions  regarding  program  authority  and  organization  should 
also  incorporate  aspects  of  the  review  process  itself.     How  are  rates  set, 
hospitals  compared,  inflation  adjustments  determined,  and  negotiations 
conducted?     In  table  2,  the  nine  states  are  compared  along  several  dimensions 
believed  to  contribute  to  stringency  in  the  rate-setting  process.  First, 
there  is  the  type  of  review;     formula  or  budget  review  (with  or  without 
formal  screens) .     A  formulary  program  has  traditionally  been  conceived  as  one 
involving  a  minimum  of  regulator-regulatee  interaction.     Hospitals  submit 
cost  forms,  formulas  are  applied  in  pre-set  ways  to  the  data,  and  final, 
allowable  rates  are  determined;  there  are  no  budgets,  no  negotiation,  no 
case-by-case  review.     Budget  review  was  originally  conceived  to  be  the 
opposite  of  a  formulary  program.     Hospitals  submitted  budgets,  then  negotiated 
with  rate  analysts  on  the  reasonableness  of  the  requests;  there  were  no 
formulas,  a  substantial  amount  of  negotiation,  and  case-by-case  review.  The 
advantages  of  rate  setting  by  formula  were  speed,  low  cost,  and  independence 
of  decision  making;  the  advantages  of  budget  review  were  reasonableness  and 
flexibility  to  accommodate  unique  circumstances. 

Review  by  formula  is  generally  perceived  to  be  the  more  stringent 
of  the  two,  primarily  because  no  mechanism  exists  whereby  disallowed  costs 
can  be  reinstated  through  ad  hoc  justifications.     But  this  does  not  necessarily 
have  to  be  the  case,  for  two  reasons.     First,  taking  last  year's  actual  cost 
and  multiplying  it  by,  say,   150  percent,  to  determine  a  new  hospital  rate  is 
formulary,  but  certainly  not  stringent.     The  way  the  formula  is  established, 
the  challenge  limits  set,  the  utilization  penalties  imposed,  and  the  inflation 
factor  used  all  play  a  part  in  the  overall  toughness  of  the  formula. 
Second,  many  budget  review  programs  have  incorporated  automatic  screens 
to  identify  hospital  outliers  in  very  specific  ways  (e.g.,  x-ray  costs 
per  procedure  above  the  70th  percentile  of  the  peer  group  average  are 
challenged) .     Backed  by  these  screens,  rate  analysts  are  in  a  much  stronger 
position  in  face-to-face  budget  reviews .     This  suggests  a  three-way  class- 
ification of  programs:     formula;  budget  review  with  formal,  consistently 
applied  screens;  and  budget  review  with  only  ad  hoc  comparisons. 


New  legislation  has  since  expanded  the  scope  to  all  payers. 
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Table  2:  Characteristics  of  the  Review  Process  by  Program 


Program 

Type 
of  Review 

Degree  of 
Interhospital 
Comparisons 

Items 
Eligible  for 
Negotiation 

Allowable 
Costs 

Inflation 
Adjustment 

Amount 
Controlled 

Arizona 

Budget  without 
screens 

Limited 

All  items 

Generous 

Quasi 

endogenous 

Total 

revenue; 

Charges 

Connecticut 

Buget  with 
screens 

Limited 

Challenged 
amounts 

Generous 

Exogenous 

Revenue— net 
of  contractual 
allowances 

Maryland 

Budget  with 
screens 

Extensive 

Challenged 
amounts 

Generous 

Exogenous 

Total 
revenue 

Massachusetts 

Medicaid 

Formula 

Limited 

None 

Restrictive 

Exogenous 

Per  diem 
revenue 

Charge- 
Control 

Budget  without 
screens 

None 

Costs  beyond 
the  hospital's 
control 

Generous 

Exogenous 

Total 
revenue 

Minnesota 

Budget  with 
screens 

Limited 

All  items 

Generous 

Quasi 

endogenous 

Total 
revenue 

New  Jersey 

Budget  with 
screens 

Extensive 

Challenged 
amounts 

Restrictive 

Exogenous 

Per  diem 
revenue 

New  York 

Medicaid/ 
Blue  Cross 

Charge- 
Control 

Formula 
Formula 

Extensive 
None 

None 
None 

Restrictive 
Generous 

Exogenous 
with  union 
pass-through 

Exogenous 
with  union 
pass-through 

Per  diem 
revenue 

Charges 

Western 
Pennsylvania 

Budget  with 
screens 

Limited 

Challenged 
amounts 

Generous 

Exogenous 
with  union 
pass-through 

Per  diem 
revenue 

Washington 

Budget  with 
screens 

Extensive 

Challenged 
amounts 

Generous 

Quasi 

endogenous 
with  union 
pass-through 

Portion  of 

budget; 

Adjusted 

charges; 

Total 

revenue 

17 


Programs  differ  as  to  the  screens  they  employ,  to  be  sure. 
Massachusetts  Medicaid,  while  using  a  formula  to  set  rates,  carries  out 
only  limited  interhospital  comparisons »     Arizona's  screens  are  subjective 
in  large  part,  with  little  or  no  interhospital  comparisons.  Connecticut, 
Minnesota,  and  Western  Pennsylvania  also  limit  the  extent  of  peer  comparisons 
in  significant  ways.     Connecticut  groups  only  on  the  basis  of  a  single 
variable,  hospital  expenses,  while  the  other  two  states  incorporate  elements 
of  subjectivity  into  the  screening  process.     By  contrast,  the  screens  in 
Maryland,  New  Jersey,  New  York,  and  Washington  are  extensive  in  detail 
(e.g.,  department  costs),  scope  (all  costs),  and  challenge  limits. 
Rate  analysts  in  the  budget  review  states  of  Maryland,  New  Jersey,  and 
Washington  thus  come  to  the  negotiating  table  armed  with  very  detailed, 
screened  data  indicating  outliers.     The  burden  of  proof  is  thereby  placed 
on  the  hospital  to  justify  why  its  costs  should  be  significantly  higher 
than  costs  in  a  presumably  comparable  hospital . 

Except  for  the  formula  states,  where  negotiation  is  truly  absent, 
the  word  negotiation  is  a  bit  of  a  misnomer.     Hospitals  generally  do  not 
negotiate;  they  attempt  to  justify  why  their  costs  are  higher  than  others' . 
What  are  relevant  here  are  the  items  open  for  review  and  justification. 
Usually  only  challenged  amounts  require  justification  (e.g.,  in  Connecticut, 
Maryland,  New  Jersey,  Western  Pennsylvania,  and  Washington) .     This  means 
that  the  scope  of  budget  discussion  is  focused  exclusively  on  costs  deemed 
excessive;  little  discussion  of  other  costs,  including  trade-offs,  is 
allowed.     A  hospital  administrator  cannot  argue,  for  example,  that  costs 
have  been  underestimated  in  one  area,  thereby  offsetting  the  projected 
overestimate  in  another  area.     Programs  that  do  not  limit  the  negotiation 
to  excessive  costs  (e.g.,  Arizona  and  Minnesota)  may  be  undermined  by 
irrelevant  rationales  for  cost  overestimates.     Limiting  negotiations  to 
pre-screened  amounts  also  targets  the  scope  of  review,  thereby  allowing  the 
rate  analyst  to  concentrate  on  a  smaller  number  of  problem  areas. 

Programs  still  vary  considerably  in  the  latitude  allowed  for 
negotiation  (or  justification)   even  where  only  challenged  amounts  are 
discussed.     Some  states  like  New  Jersey  accept  few  justifications  while 
others  (e.g.,  Western  Pennsylvania)   are  more  lenient.     Without  a  thorough 
analysis  of  preliminary  versus  finally  approved  hospital  rates,  categorical 
statements  about  a  program's  stance  on  negotiation  are  not  possible. 

What  a  program  will  consider  as  allowable  costs  in  the  cal- 
culation of  payment  rates  has  obvious  implications  for  program  stringency. 
Costs  can  be  divided  into  three  categories:     operating,  depreciation,  and 
working  capital.     Within  operating  costs,  research,  education,  bad  debt, 
and  free  care  vary  the  most  as  to  their  inclusion  or  exclusion.     New  York, 
Massachusetts  Medicaid,  and  New  Jersey  limit  reimbursement  of  these  expenses, 
thus  creating  a  smaller  allowable  cost  base  than  do  other  states.  These 
same  states,  plus  Connecticut  and  Washington,  are  also  less  generous  on 
depreciation  allowances,  requiring  hospitals  to  use  straight-line,  his- 
torical costs  as  a  base  for  replacing  capital.     Maryland,  Minnesota,  and 
the  Massachusetts  charge-control  program,  by  contrast,  now  allow  the  more 
generous  price-level  depreciation.     Finally,  New  York,  Massachusetts 
Medicaid,  and  New  Jersey  do  not  consider  additions  to  working  capital  as  an 
allowable  expense;  neither  does  Blue  Cross  of  Western  Pennsylvania,  but  it 
pays  on  an  interim  basis  in  lieu  of  these  needs.     In  general ,  most  programs 
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follow  federal  guidelines  for  Medicare  reimbursement  in  defining  allowable 
costs,  with  New  York  (Blue  Cross  and  Medicaid),  Massachusetts  (Medicaid), 
and  New  Jersey  employing  somewhat  more  limited  definitions. 

At  least  as  important  as  what  goes  into  the  rate  base  is  the 
index  used  to  adjust  costs  for  inflation ♦     Prospective  rates  set  at  the 
beginning  of  the  rate  period  must  incorporate  some  allowance  for  inflation 
in  input  prices  (e.g.,  wages  and  supplies)   from  the  base  to  the  current 
period.     Often  included  as  well  is  an  adjustment  for  growth  in  intensity, 
or  inputs  per  patient  day.     Early  rate-setting  programs  often  chose  an 
index  for  input  prices  based  on  what  hospitals  actually  paid  for  nurses, 
supplies,  equipment,  etc.     This  had  the  effect  of  treating  wage  and 
input  price  increases  as  passthroughs ,  discouraging  hospital  administrators 
from  careful  economizing  in  wage  negotiations  and  in  purchase  of  supplies. 
An  alternative  approach,  that  of  using  exogenous  (to  the  industry)  measures 
of  input  prices,  should  be  more  cost  constraining. 

The  majority  of  programs  now  use  exogenous  indicators  (e.g., 
Consumer  Price  Index,  Bureau  of  Labor  Statistics  (BLS)   Indicators,  Wholesale 
Price  Index)  calculated  at  very  disaggregated  levels.     A  few,  however, 
rely  on  hospital  data  or  opinions  in  predicting  inflation.     Arizona  has  no 
set  guidelines  for  allowable  rate  increases,  although  projected  price 
increases  are  informally  compared  to  various  BLS  indicators.     To  the  extent 
that  such  comparisons  result  in  lower  negotiated  increases,  the  inflation 
adjustment  can  be  considered  quasi  endogenous.     The  Minnesota  Hospital 
Association  actually  surveys  its  members  to  arrive  at  an  anticipated  rate 
of  inflation,  which  is  then  used  as  a  benchmark  for  forecasting  cost 
increases.     Incentives  in  such  a  system  to  overestimate  the  necessary 
competitive  increase  in  input  prices  may  partially  offset  cost-controlling 
aspects  found  elsewhere  in  the  program.     Finally,  in  submitting  budgets, 
hospitals  in  Washington  indicate  the  contribution  of  inflation  to  projected 
expenditures.     The  Commission  may  then  challenge  hospital-specific  projec- 
tions on  the  basis  of  average  projections  for  similar  hospitals  or  federally 
suggested  guidelines.     This  approach  also  is  considered  quasi  endogenous. 

Finally,  there  is  the  amount  controlled.     In  a  simple,  uncompli- 
cated rate-setting  program,  a  rate  (or  set  of  rates)  would  be  established 
and  all  users  would  pay  that  rate;  utilization  would  be  left  to  consumer 
choice.     Reimbursement  of  hospital  expenses,  however,  is  complicated  by  the 
fact  that  insurers  pay  a  large  majority  of  hospital  bills.  Consequently, 
rate  setters  often  find  themselves  in  the  position  of  reviewing  and  approving 
many  payment  rates  rather  than  setting  "the  rate"  for  all  patients. 
Furthermore,  limits  on  payment  rates  do  not  control  total  revenue,  for 
excessive  increases  in  utilization  may  more  than,  offset  price  controls. 

For  these  reasons,  great  variety  exists  in  the  exact  rates  set  in 
the  nine  states  and  in  the  actual  amount  controlled.     Connecticut,  for 
example,  does  not  set  charges  for  individual  services  (e.g.,  routine  and 
ancillaries) .     Rather,  it  reviews  projected  hospital  revenues  for  overall 
reasonableness,  then  mandates  hospitals  to  adjust  the  next  period's  rates 
to  generate  only  the  amount  of  revenue  approved.     This  is  in  contrast  to 
the  system  used  in  Arizona,  which  reviews  individual  charges  but  lacks 
mandatory  compliance  with  approved  rates.     Maryland  has  essentially  two 
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reimbursement  mechanisms:     one  controls  department  unit  revenues  (but 
doesn't  actually  set  individual  charges);   the  other  establishes  a  total 
allowable  revenue  based  on  an  approved  rate  per  diagnostic  admission. 
Charge-based  insurers  and  self-pay  patients  have  recently  come  under  the 
purview  of  the  New  York  program,  with  individual  charges  constrained  by 
allowable  rates  of  inflation.     Finally,  Washington  has  three  different 
approaches  to  the  amount  controlled.     One  has  insurers  pay  a  portion  of  the 
hospital's  approved  budget  on  an  interim  basis,  independent  of  utilization 
during  the  year;   another  is  based  on  individual  charges,  adjusted  for  payer 
cost  differentials;  and  a  third  simply  requires  hospitals  to  stay  within  a 
total  revenue  ceiling,  without  specifying  how  rates  for  payers  will  be 
set. 

Four  programs  (Massachusetts  Medicaid,  New  Jersey,  New  York  Blue 
Cross  and  Medicaid,  and  Western  Pennsylvania)   set  a  per  diem  rate  inclusive 
of  ancillary  services.     As  a  payment  rate,  a  per  diem  fundamentally  differs 
from  charges  because  the  former  does  not  recognize  individual  variation  in 
ancillary  (or  specialized  nursing)   utilization,  supposedly  discouraging 
unnecessary  ancillary  care.     But  utilization  penalties,  compliance  with 
volume  projections,  and  application  of  total  revenue  ceilings  under  the 
revenue  systems  blur  the  distinctions  between  the  two  kinds  of  payment 
rates.     It  is  impossible  to  say  which  payment  scheme  is  more  or  less 
constraining  without  knowing  how  charges  or  per  diems  are  derived. 

1.3.2     Program  Equity 

Equity  is  a  second  major  criterion  on  which  rate-setting  programs 
should  be  evaluated.     Although  very  important  in  itself  as  a  highly  valued 
social  goal,  equity  is  also  important  to  the  continued  stability  of  a 
program.     An  ideal  rate-setting  program  should  be  tough  but  fair;  a  program 
that  is  tough  but  inequitable  is  likely  to  lose  political  support  and  be 
met  with  opposition  and  possibly  legal  challenges  by  hospitals. 

As  with  program  stringency,  equity  is  influenced  by  many  of  the 
characteristics  of  a  rate-setting  program.     The  openness  of  decision 
making,  the  amount  of  opportunity  for  hospitals  to  plead  their  cases,  the 
treatment  of  various  payers,  the  objectivity  and  timeliness  of  decisions, 
and  other  characteristics  are  all  important  determinants  of  program  equity. 
No  one  characteristic  can  indicate  how  equitable  one  program  is  relative  to 
another;  a  number  of  program  characteristics  must  be  considered  simultaneously 
if  an  adequate  assessment  of  equity  is  to  be  made. 

Program  equity  must  be  considered  from  the  standpoints  of  those 
who  provide,  use,  and  pay  for  hospital  services.     Since  hospitals  provide 
the  services  being  regulated,  equity  to  the  industry  as  a  whole  and  to 
individual  hospitals  must  be  considered.     Equity  to  the  users  of  health 
services — patients — must  also  be  considered,  since  users  are  affected  not 
only  by  whatever  portion  of  the  price  they  pay  (e.g.,  deductibles  and 
coinsurance) ,  but  also  by  the  availability  and  quality  of  the  service  they 
receive.     Finally,  those  primarily  responsible  for  payment — third-party 
payers — should  also  be  assured  that  the  rates  paid  reflect  the  actual  costs 
incurred  for  their  insured  patients. 
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Provider  Equity.     Within  the  category  of  provider  equity,  a 
distinction  must  be  made  between  industry-wide  and  institution- specific 
equity.     Industry-wide  equity  requires  safeguards  of  due  process  and  review 
procedures  that  insure  against  industry-wide  arbitrariness  or  capriciousness . 
Institution-specific  equity  refers  to  the  more  usual  notions  of  horizontal 
and  vertical  equity — "the  equal  treatment  of  equals"  and  "the  unequal 
treatment  of  unequal s."     When  controlling  reimbursement,  equitable  rate- 
setting  programs  must  recognize  and  adjust  for  legitimate  similarities  and 
differences  among  various  institutions.     The  two  types  of  provider  equity 
are  discussed  in  turn  below. 

The  industry-wide  equity  of  prospective  reimbursement  programs 
can  be  assessed  along  five  dimensions:     whether  the  program  has  mandatory 
participation  and  mandatory  compliance,  whether  the  program  provides  for 
interaction  and  input  from  the  industry  and  the  public ,  whether  adequate 
documentation  of  the  program  is  available  to  the  industry,  whether  the 
procedures  of  the  program  are  carried  out  in  a  timely  manner,  and  whether 
the  review  process  itself  is  equitable  to  all  institutions  (see  table  3). 

Equity  should  not  be  a  serious  consideration  in  programs  with 
voluntary  participation  and/or  voluntary  compliance.     In  a  voluntary 
participation  program  (e.g.,  Western  Pennsylvania),  a  hospital  that  perceives 
the  program  as  potentially  threatening  to  its  financial  viability  can 
choose  not  to  participate.     In  programs  with  voluntary  compliance  (e.g., 
Arizona  and  Minnesota) ,  hospitals  that  perceive  they  are  being  treated 
inequitably  can  ignore  rate  recommendations.     However,  public  and  peer 
pressure  may  exert  strong  influence  over  whether  a  hospital  participates 
in,  or  follows  recommendations  made  by,  the  program.     Thus,  other  aspects 
of  a  program's  equity  besides  volunteerism  must  be  examined.     If  public  or 
peer  pressure  is  extremely  strong  in  a  voluntary  program  with  inequitable 
procedures,  the  program  may  be  more  inequitable  overall  than  other,  mandatory 
programs . 

The  remaining  six  programs  (Connecticut,  Maryland,  Massachusetts, 
New  Jersey,  New  York,  and  Washington)   are  mandatory.     Mandatory  programs 
are  not  inherently  inequitable;  in  fact,  some  mandatory  programs  have 
widespread  support  among  hospitals.     Nevertheless,  equity  is  a  critical 
consideration  in  mandatory  programs,  for  hospitals  are  forced  by  law  to 
comply  with  agency  rulings,  regardless  of  how  inequitable  the  rulings  are. 

The  extent  of  industry  participation  and  interaction  is  an 
important  determinant  of  equity.     Participation  is  a  prerequisite  of  a 
valid  rule-making  process  and  should  enhance  the  credibility  of  rate-setting 
policies  and  minimize  the  opportunity  for  industry  collusion  or  capture  of 
the  agency.     Indeed,  nearly  all  rate-setting  agencies  that  are  bound  by 
state  Administrative  Procedures  Acts  are  required  to  involve  the  public  or 
providers  in  decision  making;  at  a  minimum,  the  agency  must  permit  public 
comment  before  formally  adopting  regulations.     Since  the  program  in  Western 
Pennsylvania  is  not  a  publicly  administered  program,  it  is  not  governed  by 
an  Administrative  Procedures  Act.     The  only  other  program  lacking  such 
protection  is  the  one  in  Arizona. 
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Participation  of  providers  in  the  process  of  rate  approval  allows 
providers  to  feel  that  they  have  been  treated  uniformly  and,  therefore, 
fairly,  even  if  they  disagree  with  substantive  agency  policies.  Further- 
more, a  formal,  nonadversarial  mechanism  for  industry  input  should 
facilitate  communications  between  rate  setters  and  providers  and  promote  a 
greater  awareness  of  provider  concerns. 

Participation  in  the  rate  approval  process  may  take  two  forms. 
The  first  is  formal  representation  on  the  rate-setting  panel  or  body. 
Provider  representation  should  assure  that  hospitals  are  given  a  fair 
hearing.     Such  representation,  however,  must  be  balanced  by  public  repre- 
sentation in  order  to  protect  the  agency  from  industry  capture.  Providers 
are  directly  represented  on  the  key  decision-making  body  in  five  of  the 
nine  states — Arizona,  Connecticut,  Maryland,  Minnesota,  and  Washington  J 
The  second  way  in  which  providers  participate  in  the  rate  approval  process 
is  through  negotiation.     It  is  doubtful  that  the  reporting  requirements  for 
any  system  can  be  so  comprehensive  as  to  elicit  all  potentially  relevant 
information  for  rate  setting.     It  is  therefore  important  that  the  individual 
hospital  have  an  opportunity  to  identify  and  explain  during  the  actual  rate 
review  process  any  unique  factors  or  mitigating  circumstances  not  adequately 
reflected  in  its  report  to  the  system  or  not  taken  into  account  in  the 
review  process.     Only  two  programs,  New  York  and  Massachusetts  Medicaid,  do 
not  allow  providers  to  participate  or  negotiate  in  rate  approval . 

Providers  can  also  provide  input  to  the  rate-setting  process 
through  representation  on  advisory  boards  or  councils.     This  type  of 
representation  should  ensure  that  providers  participate  in  the  formulation 
of  rate-setting  policy.     This  is  the  case  in  six  of  the  nine  programs 
(Arizona,  Connecticut,  Massachusetts  charge  control,  Minnesota,  New  York, 
and  Washington),  which  are  therefore  ranked  high  on  this  equity  criterion. 
The  remaining  states  are  ranked  low  on  this  criterion. 

The  appeals  mechanism  provides  hospitals  an  opportunity  for 
redress  of  inequities  in  agency  rulings.    The  opportunity  to  appeal  rate 
recommendations  is  important  in  mandatory  programs,  especially  where 
opportunities  for  negotiation  are  limited.     The  industry  may  present  new 
data,  supplement  existing  data,  and  get  a  second,  hopefully  impartial, 
decision.     All  nine  states  permit  administrative  appeal  of  rate-setting 
decisions.     However,  two  programs  (New  York  and,  to  a  greater  extent, 
Massachusetts  Medicaid)  limit  the  grounds  for  appeal.     The  Massachusetts 
charge- control  program  allows  appeals  for  new,  approved  projects  and 
state-mandated  requirements.     New  York  allows  appeals  for  these  two  items, 
as  well  as  on  the  basis  of  differences  (from  a  hospital's  peer  group)  in 
patient  mix  and  services,  and  for  reductions  in  length  of  stay.  These 
limited  grounds  for  appeal  may  represent  a  crucial  equity  loss,  since  both 
states  also  disallow  negotiation. 


Recent  legislation  in  New  Jersey  mandates  provider  representation  on  the 
rate-setting  commission. 
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In  addition  to  opportunities  for  participation  in  the  rate  review 
process,  appropriate  documentation  is  a  prerequisite  of  an  equitable 
program.     Ambiguity  concerning  the  rate-setting  process  is  a  denial  of  due 
process.     A  hospital  cannot  be  expected  to  effectively  argue  its  case 
before  a  rate-setting  group  or  to  appeal  their  decision  if  it  does  not 
understand  the  review  process,  or  if  the  process  is  itself  inherently 
imprecise  and  thus  not  capable  of  being  well  documented.     Although  informa- 
tion bulletins  and  training  sessions  may  also  be  appropriate,  a  clear  and 
complete  description  of  review  procedures  should  be  minimally  required 
so  that  hospitals  have  an  opportunity  to  inform  themselves.  Documentation 
of  the  rate-setting  process  has  improved  over  the  years,  particularly  in 
the  Connnecticut  program8;  however,  documentation  in  Maryland,  Minnesota, 
and,  to  some  extent,  Arizona  is  currently  inadequate.     While  the  review 
process  conducted  by  the  Arizona  State  Department  of  Health  is  documented, 
some  of  the  HSAs  in  Arizona  have  not  documented  the  review  procedures  they 
use.     In  Maryland,  the  many  recent  changes  in  the  review  process  have  not 
been  documented,  and,  in  Minnesota,  no  documentation  of  the  review  process 
is  currently  available. 

The  timeliness  of  the  rate-setting  process  is  also  an  important 
equity  consideration  and  can  be  assessed  along  several  dimensions,  the 
first  of  which  is  timeliness  in  the  setting  or  approving  of  final  rates. 
The  second  is  timeliness  in  hearing  arguments  and  rendering  decisions  on 
appeals.     Delays  in  setting  or  approving  rates  create  uncertainty  and  may 
unnecessarily  disrupt  hospital  operation;  services  may  be  provided  and 
costs  incurred  without  any  assurance  that  sufficient  revenue  can  be  generated. 
Delays  in  establishing  final  rates  are  currently  evident  in  only  two 
programs,  Western  Pennsylvania  and  New  Jersey.     New  Jersey  is  especially 
weak  in  this  area  in  that  final  rates  generally  are  not  set  until  four  to 
six  months  into  the  rate  year.     Delays  in  setting  appeals,  however,  are 
characteristic  of  most  of  the  programs,  although  four  programs  are  particu- 
larly delinquent.     In  the  past,  New  York  has  generated  the  largest  backlog 
of  appeals,  while  Connecticut,  Massachusetts  Medicaid,  and  New  Jersey  are 
also  characterized  by  delays  in  appeal  decisions  of  over  six  months. 

The  final  area  of  industry-wide  equity  concerns  the  financial 
viability  of  hospitals.     While  the  goal  of  prospective  reimbursement 
programs  is  to  contain  inflation  in  the  industry,  the  mechanisms  of  rate 
review  should  not  be  such  that  the  financial  viability  of  needed  institu- 
tions is  threatened.     Several  programs  (Arizona,  Maryland,  Minnesota,  and 
Washington) ,  by  virtue  of  their  enabling  legislation,  are  required  to 
consider  the  financial  viability  of  the  hospital  when  reviewing  or  setting 
rates.     When  financial  viability  clauses  are  included  in  enabling  legisla- 
tion, programs  may  appear  to  be  more  equitable  to  hospitals  in  that  their 
financial  viability  is  not  at  risk. 

However,  programs  that  are  not  bound  by  financial  viability 
clauses  are  not  necessarily  inequitable.     For  these  programs,  the  definition 
of  allowable  costs  and  screening  criteria  is  crucial.     While  these 
characteristics  relate  to  program  stringency,  as  described  earlier,  they 
may  also  impinge  on  program  equity.     For  example,  disallowance  of  bad  debt 


The  Connecticut  program  provided  only  guidelines  for  the  rate-setting 
process  in  earlier  years. 
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expense  or  an  automatic  disallowance  of  10  percent  of  intern  and  resident 
salaries  (New  York)  may  be  so  stringent  as  to  be  inequitable.  Unfortunately, 
it  is  extremely  difficult  to  assess  the  equity  of  various  definitions  of 
allowable  costs  and  alternative  screening  criteria.     There  are  many  elements 
of  cost  (e.g.,  research,  teaching,  bad  debt,  charity,  depreciation,  working 
capital)  on  which  little  agreement  has  been  reached  as  to  their  appropriate- 
ness for  reimbursement.     In  addition,  the  nine  programs  use  different  types 
of  screens  and  apply  them  to  different  cost  elements;  it  is  difficult  to 
construct  an  equity  ranking  with  such  variation  in  the  types  of  screens 
used. 

In  summary,  it  is  very  difficult  to  form  absolute  rankings 
of  programs  on  industry-wide  equity.     Of  the  three  voluntary  programs, 
Arizona  and  Minnesota  rank  very  high  on  the  equity  criteria;  however,  the 
third  voluntary  program,  Western  Pennsylvania,  shows  low  and  moderate 
rankings  on  several  of  the  criteria  (see  table  3).     Among  the  mandatory 
programs,  the  results  are  also  mixed,  although  Massachusetts  Medicaid 
consistently  ranks  low  and  Washington  consistently  ranks  high  on  industry- 
wide equity. 

Institution- Spec i f i c  Equity .     Conclusions  regarding  provider 
equity  should  also  incorporate  a  consideration  of  institution-specific 
equity.     How  are  interhospital  comparisons  made,  elements  for  disallowance 
or  negotiation  defined,  and  allowable  rates  of  inflation  set? 

Table  4  arrays  the  nine  programs  along  institution-specific 
equity  criteria  that  relate  to  these  questions.     The  first  general  criterion 
is  the  extent  to  which  those  factors  (e.g.,  regional  location,  size,  and 
product  mix)  that  cause  acceptable  variation  in  costs  are  taken  into 
account  when  interhospital  comparisons  are  made  for  the  purpose  of  identi- 
fying unacceptable  variations  in  cost.     In  making  interhospital  comparisons, 
various  rate-setting  programs  have  tried  to  account  for  differences  among 
hospitals  in  three  ways:     through  the  use  of  grouping  mechanisms;  by  making 
comparisons  at  the  disaggregated,  departmental  level;  and  through  the 
direct  inclusion  of  case  mix  in  some  area  of  the  review  process.  The 
degree  to  which  each  of  these  approaches  leads  to  equitable  reimbursement 
controls  is  discussed  below. 

Peer  grouping  is  a  very  important  and  widely  used  method  of 
controlling  for  differences  in  hospital  size,  case  mix,  and  location.  Peer 
grouping  refers  to  any  attempt  to  partition  or  classify  hospitals  into 
broadly  homogeneous  groups  for  interhospital  comparison  of  cost  or  other 
performance  measures.     Statistical  procedures  are  typically  used  to  cluster 
or  group  hospitals  with  similar  characteristics.     In  principle,  the 
characteristics  or  attributes  used  in  peer  grouping  should  be  those  variables 
that  are  believed  to  contribute  to  legitimate  differences  in  cost.  It 
should  be  noted,  however,  that  the  extent  and  representativeness  of  peer 
grouping  methods  should  not  be  considered  in  isolation,  since  other  methods 
for  controlling  for  these  differences  may  also  be  used. 

Four  of  the  nine  programs  (Arizona,  Minnesota,  New  York,  and 
Washington)  have  reasonably  sophisticated  peer-grouping  procedures  and  take 
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into  account  a  broad  range  of  relevant  hospital  differences .9  The 
peer-grouping  procedures  in  Maryland,  New  Jersey,  Western  Pennsylvania,  and 
Massachusetts  are  distinctly  more  limited.     Only  two  grouping  criteria  are 
used  in  Maryland:     teaching  status  and  location  (urban  or  other).     In  New 
Jersey,  hospitals  are  grouped  exclusively  by  hospital  characteristic,  by 
area  characteristic ,  or  not  at  all ,  depending  upon  the  departmental  cost 
center  being  reviewed.     Western  Pennsylvania  hospitals  can  choose  either  of 
two  alternative  grouping  procedures:     teaching  status  and  location,  or 
service-  and  education-mix  indices.     Neither  alternative  controls  for  all 
three  differentiating  characteristics  noted  above.     The  Massachusetts 
Medicaid  program  uses  the  Medicare  223  grouping,  which  takes  into  account 
only  location,  per  capita  income,  and  bedsize.     Hospitals  in  Connecticut 
are  grouped  solely  on  the  basis  of  cost,  which  is  clearly  inappropriate; 
not  only  has  no  effort  been  made  to  incorporate  input  prices,  level  of 
output,  and  product  mix,  but  the  variable  that  is  used  to  define  homogeneous 
groups  is  the  same  variable  on  which  heterogeneity  is  being  analyzed. 
Finally,  the  Massachusetts  charge-control  program  currently  does  not 
incorporate  interhospital  comparisons,  so  equity  of  the  grouping  procedure 
is  not  an  issue  in  that  program. 

The  second  way  in  which  differences  in  at  least  one  important 
characteristic,  product  mix,  can  be  controlled  for  is  by  using  interhospital 
comparisons  at  the  departmental  level .     No  matter  how  good  the  peer  groupings 
may  be,  all  hospitals  within  a  peer  group  are  not  likely  to  be  sufficiently 
homogeneous  for  a  straightforward  comparison  of  aggregate  average  costs; 
one  must  still  adjust  for  relevant  product  differences  among  hospitals  in  a 
given  peer  group.     In  part,  this  can  be  done  by  using  departmental  cost 
screens ,  which  examine  departmental  cost  per  unit  of  departmental  output. 
Interhospital  differences  in  service  mix  and  service  intensity,  presumably 
related  to  interhospital  variations  in  case  mix,  are  implicitly  controlled 
in  such  comparisons;  for  example,  physical  therapy  costs  are  compared  in 
terms  of  the  cost  per  treatment  rather  than  the  cost  per  patient  day  or  per 
stay.     Five  of  the  nine  programs  (Connecticut,  Maryland,  New  Jersey, 
Western  Pennsylvania,  and  Washington)   incorporate  extensive  departmental 
cost  screens.     The  interhospital  comparisons  in  these  states  should  be  more 
equitable  in  the  sense  of  hospital-specific  equity.     Arizona,  Massachusetts, 
and  New  York  have  no  department-specific  cost  screens,  and  Minnesota 
incorporates  few  departmental  comparisons. 

A  third  way  to  control  for  variations  in  the  composition  of 
services  across  hospitals  is  through  the  direct  inclusion  of  case-mix 
differences  in  the  review  process.     Straightforward  case-mix  adjustment 
should  help  to  assure  greater  equity  in  the  program,  since  product  mix  is 
taken  into  account  directly  rather  than  through  proxy  measures .  Two 
states,  New  Jersey  and  Maryland,  are  currently  experimenting  with  payment 
rates  directly  related  to  case  mix.    New  Jersey  adjusts  certain  hospital 
statistics  for  case-mix  differences  before  comparisons  are  made  and  also 
will  set  prospective  payment  rates  per  discharge  for  diagnostically  similar 
groups  of  patients.       Maryland  approves  prospective  rates  per  discharge 
based  on  the  hospital's  prior-year  case  mix.     Both  Massachusetts  and 
Washington  are  conducting  developmental  work  on  direct  treatment  of  case- 
mix  differences. 


In  Arizona  and  Minnesota,  however,  interhospital  comparisons  play  a 
relatively  minor  role  in  the  rate-setting  process. 
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The  second  major  institution-specific  equity  criterion  relates  to 
the  extent  of  objectivity  of  the  review  process*     To  the  extent  that 
the  screens  used  and  the  disallowances  made  are  equitable,  explicitness 
in  developing  and  applying  the  criteria  should  assure  substantial  uniformity 
and  consistency  in  the  review  process.     There  is  no  such  assurance  if 
review  criteria  are  subjective  and  judgmental.     The  stringency  of  review 
can  vary  greatly,  depending  upon  the  staff  conducting  the  review,  their 
subjective  views  of  a  particular  hospital,  the  exigencies  of  the  moment, 
and  a  variety  of  personal  and  idiosyncratic  considerations.     While  Arizona 
and  Minnesota  do  not  use  particularly  explicit  criteria,  the  voluntary 
nature  of  the  programs  may  mitigate  any  equity  losses  resulting  from 
subjective  judgment.     All  other  programs  currently  use  fairly  explicit 
review  criteria,  although  Connecticut  and  Maryland  in  the  past  have  used 
subjective  criteria. 

A  final  consideration  in  assessing  institution-specific  equity 
is  the  manner  in  which  allowable  rates  of  increases  are  set.     In  particular, 
are  differences  in  input  mix  and  locally  prevailing  wage  rates  among 
hospitals  taken  into  account,  and  are  corrections  for  previous  errors  in 
predicting  the  inflation  rate  made  automatically?     Application  of  a  uniform 
inflation  adjustment  to  all  hospitals  in  a  state  may  be  inequitable  to  some 
hospitals,  because  annual  wage  increases  may  vary  across  local  labor 
markets  within  a  state;  similarly,  the  relative  importance  of  labor  versus 
nonlabor  inputs  may  vary  across  hospitals.     The  use  of  uniform  inflation 
adjustments  for  all  hospitals  would  therefore  penalize  some  hospitals  and 
reward  others  inequitably. 

Whereas  all  programs  that  set  an  inflation  rate  do  take  account 
of  differences  in  input  mix  by  using  hospital-specific  inflation  adjustments, 
only  three  programs,  New  York,  Washington,  and  Western  Pennsylvania,  make 
any  allowance  for  area  variations  in  factor  price  inflation.     The  remaining 
states  that  set  an  allowable  inflation  rate  generally  use  only  exogenous 
indicators  from  the  Consumer  or  Wholesale  Price  Indices.     The  equity 
achieved  by  using  exogenous  indicators  (particularly  wage  movement  indices) 
is  closely  related  to  the  extent  to  which  hospital  administrators  have 
control  over  input  price  increases.     If  hospitals  are  unionized  and  have 
bargained  in  good  faith,  using  exogenous  wage  indices  that  are  below 
negotiated  increases  would  be  inequitable.     Collective  bargaining  agreements 
are  therefore  automatically  allowed  in  Washington  and  Western  Pennsylvania 
and  for  some  hospitals  in  New  York.     Finally,  hospitals  in  Washington 
indicate  inflation-related  increases  in  the  proposed  budget,  and  these 
increases  are  screened  through  interhospital  comparisons.     The  Minnesota 
program  surveys  representative  labor  groups  and  hospitals  in  the  state  to 
determine  the  average  rate  of  inflation  anticipated  by  the  industry,  but 
this  rate  does  not  take  area  differences  into  account. 

Those  states  that  set  an  allowable  inflation  rate  may  under- 
estimate the  true  inflation  for  the  rate  year.     Four  programs  (Maryland, 
New  Jersey,  New  York,  and  Western  Pennsylvania)   automatically  correct  for 
past  prediction  errors  by  adding  to  or  subtracting  from  current  projected 
inflation  an  adjustment  for  €he  difference  between  projected  and  actual 
inflation  in  the  previous  period. 
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Third- Party  Payer  Equity.     Equity  to  third-party  payers  can  be 
assessed  along. four  dimensions:     whether  cross-subsidization  occurs  through 
coverage  of  only  some  payers,  whether  the  payment  rate  adequately  reflects 
differences  in  resource  use  across  payers,  whether  payers  are  paying  for 
only  those  costs  incurred  by  their  patients,  and  whether  prices  for  certain 
services  reflect  actual  costs  of  those  services.     Each  dimension  is  dis- 
cussed in  turn  ( see  table  5 ) . 

Prospective  reimbursement  systems  that  cover  all  payers  dis- 
courage cross-subsidization,  since  hospitals  cannot  circumvent  controls 
by  raising  prices  charged  to  noncovered  patients.     Two  states,  Maryland 
and  Washington,  currently  cover  all  payers.     However,  cross-subsidization 
due  to  less  than  100  percent  payer  coverage  is  closely  related  to  the  types 
of  uncovered  payers.     Any  uncontrolled  payer  in  a  system  will  be  one  of  two 
types,  one  that  pays  charges  set  by  the  hospital  or  one  that  reimburses  on 
the  basis  of  cost  incurred.     If  any  uncontrolled  payer  in  the  system  is 
paying  charges,  a  hospital  can  partly  circumvent  revenue  limitations  with 
respect  to  other  payers  by  simply  raising  prices  charged  to  the  uncontrolled 
payer.     However,  if  an  uncontrolled  payer  is  reimbursing  retrospectively 
determined  costs,  a  hospital  cannot  increase  its  reimbursement  without  also 
increasing  its  total  cost:     it  is  effectively  checked  in  any  attempt  to 
shift  the  burden  of  rate  control  to  the  uncontrolled  payer.  Consequently, 
there  is  a  much  greater  potential  for  payer  inequity  in  systems  having 
uncontrolled  charge-based  payers  than  in  systems  having  uncontrolled 
cost-based  payers. 

Two  programs  cover  charge-based  payers,  but  do  so  in  a  potentially 
inequitable  fashion.    Massachusetts  and  New  York  cover  charge-based  payers 
separately;  but  New  York  controls  only  the  percentage  increase  in  charges 
and,  furthermore,  does  not  control  total  revenue.     The  Massachusetts 
charge- control  system  controls  total  revenue;  however,  this  system  is  far 
more  generous  than  the  rate-setting  program  for  Medicaid  and  therefore  may 
allow  subsidization  of  Medicaid  patients  by  charge-based  patients. 

A  second  major  concern  in  evaluating  payer  equity  is  whether 
the  payment  rate  set  by  rate- setting  programs  adequately  reflects  actual 
resource  use.     For  instance,  a  per  diem  rate  based  on  the  cost  per  day 
of  an  average  patient  will  not  reflect  differences  in  ancillary  use  by 
different  patients.     To  some  extent,  this  is  also  true  of  payment  per 
diagnostic  case,  if  the  patient's  presenting  problems  warrant  variations 
in  treatment  and  resource  use  not  accounted  for  in  the  diagnostic  classes 
used  to  group  hospitals.     Charges  per  unit  of  service,  on  the  other  hand, 
more  accurately  reflect  the  actual  ancillary  usage  of  each  payer's  patients 
and,  other  things  being  equal,  represent  a  more  equitable  payment  rate. 

It  should  be  noted,  however,  that  there  are  trade-offs  between 
the  equity  of  a  charge-based  program  and  the  stringency  of  per  diem  or  per 
case  reimbursement  programs.     Charge-based  programs  tend  to  encourage 
increases  in  services  provided  per  diem  and  per  case.     Rate-based  programs, 
on  the  other  hand,  tend  to  discourage  increases  in  intensity.  Currently, 
Medicaid  in  Massachusetts,  Medicaid  and  Blue  Cross  in  New  York,  the  New 
Jersey  program,  and  the  Western  Pennsylvania  program  reimburse  on  a  per 
diem  basis,  although,  as  mentioned  earlier,  New  Jersey  is  moving  toward  a 
diagnostically  related  payment  per  case. 


29 


E 

(0 
i- 

o 


3 
CT 
LU 

i_ 
0) 

Ql 

o 
c 

0) 

E 

LU 


-Q 
I- 


o 
O 

To 

♦r  c 

II 

r  o, 

o.< 

<u 

Q  <u 
l—  o> 
h-  •= 

O) 

w 
Q 


<0  (O 

b  5 


n  5- 

,  LU 


CO  *-< 

is  y 

5  2  « 

cc  5:  o 
<»  o 

o  cc 

■ 


■o 

CO 


CC  U 

c  E 

—  o> 
.2  e  g 

a  « 

-  8  ™ 
IS  c  ~ 
CC  £  ♦= 

o  £ 

0)  Q 
0)  1-1 

1° 


01 
A 

■=  o  o 

o  -  § 

i-  Qi  O 

5  >° 

H-  3 

3  O  O 

W  Q.<f 

O  h  "D 

£  c 

CO 

Q 


CO 
"D 
O 


0) 

■a 
o 


3 
O 
*■*-» 

u 
eo 
c 
c 
o 
(J 


■o ' 
c 


0) 


3 

o 


TO 

o 


X 


CO 

■o 
o 


T) 
CO 


a> 


o 
> 


CO 
TJ 
O 


0) 

(5 


CD 


c 
o 

+-» 

c 


(0 

> 

E  > 

CO  co 
C 

co  i- 
>  a> 

S  O- 


> 


o 


> 
to 
a 


-  CO 


c 

CO 

E 
a 
_o 

CO 


30 


A  third  major  concern  in  evaluating  payer  equity  is  whether 
payers  are  paying  for  only  those  costs  incurred  by  their  patients .  Payer 
equity  does  not  necessarily  mean  that  all  payers  should  pay  equal  rates. 
Although  rates  should  be  determined  through  a  uniform  methodology ,  an 
equitable  rate-setting  methodology  also  takes  account  of  relevant  differences 
in  the  cost  of  providing  care  to  the  patients  covered  by  different  payers 
(e.g./  differential  payment  delays,  bad  debt  experience,  nursing  or  an- 
cillary differentials,  and  differences  in  reporting  requirements) .  Three 
systems  currently  make  an  effort  to  take  account  of  such  cost  differentials: 
Maryland  (through  rate  differentials  for  differences  in  bad  debt  and 
payment  lag  experience  and  through  calculation  of  rates  based  on  patient 
resource  use),  Minnesota  (through  cost- justified  discounts  for  payer 
admitting  requirements),  and  Washington  (for  rate  differentials  due  to 
billing,  nursing,  special  reporting,  medical  review,  credit  and  collection, 
and  cash-flow  differences  among  payers) . 

A  final  major  consideration  in  assessing  payer  equity  is  whether 
prices  for  certain  services  reflect  the  actual  costs  of  providing  those 
services.     Departmental  cost-to-charge  alignment  helps  to  assure  that 
different  payers  pay  their  fair  share  of  the  hospital  cost  burden  and  that 
hospitals  cannot  strategically  manipulate  charges  in  order  to  maximize 
reimbursement.     First,  by  aligning  charges  with  actual  costs  at  the  depart- 
mental level ,  certain  charge-based  payers  will  not  subsidize  other  charge- 
based  payers  by  virtue  of  differences  in  departmental  utilization.  Two 
states,  Maryland  and  Washington,  seek  to  have  departmental  costs  and 
charges  aligned,  although  year-end  departmental  cost-to-charge  alignment  is 
not  currently  mandatory  in  either  state . 

A  few  clear  patterns  emerge  with  respect  to  program  payer 
equity  (see  table  5):     Massachusetts,  New  York,  and  Western  Pennsylvania 
rank  consistently  low  on  payer  equity;  Maryland  and  Washington  rank  consis- 
tently higher  than  the  other  states.     Although  New  Jersey  currently  ranks 
consistently  low  on  all  criteria,  the  future  inclusion  of  all  payers  in  the 
system  and  the  determination  of  rates  by  diagnostic  group  should  substantially 
improve  the  payer  equity  of  this  system. 

Patient  Equity .     Both  provider  and  third-party  payer  equity 
in  the  nine  programs  lend  themselves  to  assessment  more  easily  than  does 
patient  equity,  since  both  the  industry  and  third-party  payers  are  directly 
involved  in  the  rate-setting  process.     Nevertheless,  patient  equity  is  an 
important  dimension  of  program  equity  and  is  worthy  of  discussion.  Patient 
equity  can  be  assessed  along  two  criteria:     whether  that  portion  of  the 
price  of  services  (i.e.,  deductible  and  coinsurance),  as  well  as  the 
insurance  premium  that  the  patient  pays,  is  reasonably  related  to  the 
quality  of  the  service  he  or  she  receives,  and  whether  rate- setting  pro- 
grams have  denied  patients  access  to  hospital  care  of  sufficient  quality. 

Equity  to  the  patient  in  terms  of  the  price  he  or  she  pays 
depends  somewhat  on  the  degree  of  program  stringency  and  payer  equity. 
That  is,  to  the  degree  that  the  stringency  of  the  program  assures  that 
rates  are  reasonably  related  to  costs  and  that  program  restraints  are 
causing  hospitals  to  operate  efficiently,  patients  can  be  relatively 
assured  of  paying  an  equitable  price.     In  addition,  to  the  extent  that 
payers  are  treated  equitably  in  terms  of  the  rates  they  pay,  then  insurance 
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premiums,  deductibles,  and  coinsurance  rates  should  also  be  equitable. 
Thus,  the  nine  programs  can  be  rated  on  this  patient  equity  criterion  in  a 
way  similar  to  the  stringency  and  payer  equity  assessments  discussed 
earlier . 

Similarly,  equity  to  patients  in  terms  of  access  to  hospital 
care  of  sufficient  quality  depends  to  some  extent  on  provider  equity 
(specifically  the  continued  viability  of  needed  institutions)  and  the 
stringency  of  the  program.     That  is,  to  the  extent  that  a  system  is  so 
constraining  and  inequitable  that  needed  institutions  (assuming  they  are 
operating  efficiently)   are  either  closed  or  have  had  to  decrease  the 
quality  of  care  rendered,  patients  will  be  denied  access  and/or  sufficient 
quality  of  care. 

The  nine  programs  under  study  vary  extensively  along  the  strin- 
gency and  equity  criteria  discussed,  and  each  criterion  may  have  a  unique 
impact  on  the  ultimate  success  of  a  given  program.     Clearly,  there  is  a 
trade-off  between  stringency  and  equity  within  a  given  program,  so  overall 
rankings  of  likely  program  success  are  extremely  difficult  to  develop. 
Nevertheless,  certain  elements  do  seem  crucial  to  a  program's  effectiveness 
and  fairness.     First,  by  mandating  participation  and  compliance,  pro- 
spective reimbusement  programs  are  more  likely  to  have  a  constraining 
influence  on  hospital  revenue,  since  hospitals  cannot  opt  out  of  the 
program.     However,  hospitals  should  be  involved  in  the  promulgation  of 
regulations  and/or  have  the  opportunity  to  justify  or  appeal  disallowed 
cost  elements  so  that  a  reasonable  amount  of  equity  is  provided  to  the 
industry. 

Prospective  reimbursement  programs  should  cover  as  many  payers  as 
possible  because  the  larger  the  percentage  of  hospital  revenue  controlled, 
the  more  constraining  a  program  is  likely  to  be.     Furthermore,  covering  all 
payers  will  help  to  insure  greater  third-party  payer  equity.     Finally,  the 
use  of  interhospital  comparisons  of  cost  and  other  characteristics  to 
screen  out  and  disallow  inefficient  behavior  is  a  critical  part  of  pro- 
spective reimbursement  programs.     Comparisons  that  utilize  explicit  screening 
criteria  can  identify  excessive  costs  and  serve  as  a  basis  for  negotiation* 
These  comparisons,  however,  must  be  made  among  similar  hospitals,  so  that 
hospital-specific  equity  can  be  assured. 

1.3.3     Program  Cost 

A  program1 s  ultimate  success  in  containing  inflation  must  be 
judged  by  comparing  the  savings  resulting  from  the  program  to  the  costs  of 
its  administration.     Rate-setting  costs  may  vary  depending  on  particular 
program  characteristics.     For  instance,  programs  that  utilize  mechanistic 
formulas  to  set  rates  may  be  less  costly  than  programs  that  perform  detailed, 
line  item  budget  review.     Programs  administered  by  state  departments  of 
health  or  third-party  payers  may  be  less  costly  than  those  administered  by 
independent  commissions.     Finally,  programs  covering  more  payers  may  be 
more  costly,  while  programs  reviewing  larger  numbers  of  hospitals  may 
achieve  economies  of  scale.     For  these  reasons,  a  preliminary  examination 
of  administrative  cost  in  the  nine  study  programs  is  presented. 
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Table  6  shows  the  rate-setting  cost  per  facility  in  each  program 
for  fiscal  year'  1977.     These  cost  figures  exclude  federal  developmental 
funds,  the  value  of  the  time  volunteered  by  commissioners  or  panel  members 
and  the  effort  contributed  by  third-party  payers  and  planning  groups,  and 
costs  that  hospitals  incur  in  participating  in  the  program.  Unfortunately, 
the  data  are  not  accurate  enough,  nor  is  the  sample  large  enough,  for  a 
determination  of  the  causes  for  variation  across  programs  in  per  facility 
review  costs  to  be  made . 

Per  facility  costs  range  from  $1,578  in  Minnesota  to  $9,438  in 
Western  Pennsylvania.     No  patterns  emerge  with  respect  to  locus  of  authority, 
scope  of  payer  coverage,  or  scale  economies  related  to  the  number  of 
facilities  reviewed;  however,  there  is  some  evidence  that  at  least  two  of 
the  programs  with  limited  screening  procedures  (Arizona  and  Minnesota) 
incur  lower  costs  per  facility.     Finally,  both  Medicaid  in  Massachusetts 
and  the  New  York  program  incur  low  costs  per  facility,  but  it  is  unclear 
whether  the  lower  costs  are  due  to  the  use  of  a  formula  in  setting  rates 
(New  York),  the  limited  extent  of  screens   (as  in  Arizona  and  Minnesota),  or 
economies  of  scale  (New  York)  resulting  from  the  large  number  of  hospitals 
reviewed. 

Excluding  the  outliers  of  Maryland  and  Western  Pennsylvania, 
average  per  facility  review  costs  approximated  $2,800  in  1977.     This  figure 
represents  about  three  hundredths  of  one  percent  of  hospital  revenue .  This 
low  percentage  is  somewhat  misleading,  for  the  figures  used  to  calculate 
the  percentage  omit  some  of  the  important  costs  of  program  administration. 
Nevertheless,  the  percentage  is  so  low  that,  even  if  review  cost  per 
facility  were  thirty-two  times  higher,  prospective  reimbursement  programs 
would  have  to  cut  no  more  than  1  percent  of  hospital  costs  in  order  to 
recoup  program  expenses.     It  is  clear,  therefore,  that  rate-setting  programs 
do  not  have  to  exert  a  very  large  influence  on  hospital  costs  in  order  to 
be  cost-effective. 
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Table  6:  Administrative  Cost  Per  Facility  by  Program,  Fiscal  1977 


Program  Cost  ($$) 

Arizona  1,814a'b-c'd 

Connecticut  3,663a 

Maryland  9,273 

Massachusetts 

Medicaid  876b 

Charge-Control  3,332b 

Total  4,21 1a 

Minnesota  1 ,578 

New  Jersey  3,856a 

New  York  1,644d 

Washington  2,840 


Western  Pennsylvania  9,438' 


a 


a.  Estimated 

b.  Overhead  estimated 

c.  HSA  costs  included 

d.  Cost  per  facility  includes  hospitals  and  nursing-homes 
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Chapter  2:     ADOPTION,   IMPLEMENTATION,   AND  EVOLUTION  OF 
PROSPECTIVE  RATE-SETTING  PROGRAMS 

This  chapter  discusses  various  patterns  in  the  adoption,  im- 
plementation, and  evolution  of  prospective  rate-setting  programs.  The 
primary  objective  of  the  chapter  is  to  identify  and  analyze  significant 
differences  among  programs  and  changes  in  program  characteristics  over 
time.     Three  questions  guide  the  section.     The  first  question — how  did  the 
conditions  surrounding  the  adoption  process  affect  the  type  of  program 
model  initially  adopted? — seeks  to  identify  the  political  and  economic 
factors  leading  to  adoption,  as  well  as  to  gauge  the  impact  of  counter- 
vailing forces  in  the  adoption  process.     The  second  question  asks  what 
strategies  were  used  to  implement  rate-setting  programs?     Here  the  focus  of 
interest  is  on  the  nature  of  implementation  strategies  employed  and  the 
identification  of  problems  or  obstacles  shared  by  rate  setters.     The  third 
major  question  asks  how  have  rate-setting  programs  changed  over  time?  The 
thrust  of  this  analysis  is  the  identification  of  patterns  of  change  in 
program  characteristics  as  rate-setting  programs  have  matured. 

2.1  Summary  of  Findings 

'The  stringency  and  equity  of  a  prospective  rate-setting  program 
should  not  be  assessed  solely  on  the  basis  of  the  analytic  techniques  used 
to  control  hospital  expenditures.     An  appreciation  of  the  conditions  that 
surrounded  the  adoption  process,  as  well  as  of  the  economic  and  political 
forces  that  shaped  program  objectives,  must  be  part  of  an  overall  assess- 
ment of  program  outcome.     A  historical  appreciation  is  necessary,  because 
those  conditions  surrounding  a  program's  adoption  are  ultimately  reflected 
in  a  program's  objectives,  authority,  organizational  structure,  and  operat- 
ing characteristics.     A  thorough  appreciation  of  the  environment  in  which 
a  program  was  adopted  also  provides  invaluable  insights  that  will  be  useful 
for  the  interpretation  of  findings  related  to  stringency  and  equity  issues. 
For  instance,  the  statutory  power  of  a  program  may  be  insufficient  to 
accomplish  its  major  objectives  as  a  result  of  compromises  made  during  the 
legislative  process.     Finally,  such  information  is  useful  in  that  it  may 
suggest  important  implications  for  those  states  considering  adoption  of  a 
hospital  rate- setting  program. 

An  analysis  of  the  forces  leading  to  adoption  and  of  patterns  in 
the  adoption  process  of  the  nine  prospective  reimbursement  programs  revealed 
the  f o  1 1  owi  ng . 

•  Rising  Medicaid  budgets  and  insurance  premiums 
were  the  two  primary  reasons  for  adoption. 

•  Secondary  objectives  for  adoption  were  to  reduce 
payer  cross-subsidization  and  to  demonstrate  a 
viable  decentralized,  nonfederal  approach  to 
hospital  regulation. 
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Concern  over  the  high  costs  of  health  care  was  found  to  be  the 
only  common  motivating  factor  for  the  adoption  of  prospective  reimbursement 
in  all  nine  states.     Other  factors,   such  as  avoidance  of  federal  intervention 
and  improved  financial  viability  for  troubled  hospitals,   were  important  for 
only  a  few  of  the  states. 

An  analysis  of  the  countervailing  forces  surrounding  the  adoption 
process  revealed  that: 

•  The  success  of  state  hospital  associations  in 
curtailing  the  authority  of  a  program  depends 
on  the  extent  of  perceived  crisis:     the  greater 
the  perceived  crisis,  the  less  leverage  wielded 
by  the  hospital  association. 

•  Blue  Cross  support  for  prospective  rate  setting 
has  been  and  continues  to  be  conditional  on  the 
preservation  of  current  contractual  differences. 

Evidence  from  the  nine  programs  does  suggest  that  negotiation 
and  compromise  between  the  rate-setting  program  and  the  state  hospital 
association  was  an  essential  element  in  the  adoption  process.  Such 
compromise  was  unnecessary  only  when  a  severe  financial  crisis  (Medicaid 
expenditures)  overrode  all  other  considerations.     However,  in  these  crisis- 
motivated  states,  opposition  later  reappeared  in  the  form  of  appeals  and 
legal  challenges  to  the  system. 

Blue  Cross  plans  historically  have  supported  prospective  reim- 
bursement efforts,  but  with  the  proviso  that  their  current  cost  differ- 
ential be  maintained.     In  those  instances  where  Blue  Cross  participates, 
rate  setters  have  continued  to  allow  a  contractual  differential. 

Regardless  of  the  forces  working  for  or  against  adoption,  the 
presence  of  severe  financial  pressures  in  state  Medicaid  programs  was 
sufficient  cause  to  override  any  opposition  to  adoption  of  a  rate-setting 
program.     However,  in  the  absence  of  a  severe  financial  crisis,  opposition 
mounted  by  a  state  hospital  association  was  sufficient  in  most  of  the  nine 
study  states  to  force  compromises  in  the  program's  characteristics.  These 
compromises  ranged  from  limitations  in  the  scope  of  authority  vested  in  the 
program  to  changes  in  the  locus  of  authority  and  administration  of  the 
program.     More  specifically,  the  findings  suggest  that: 

•  The  greater  the  perceived  financial  crisis  in 
Medicaid  budgets  and  insurance  premiums,  the  greater 
the  authority  vested  in  the  rate-setting  body. 

•  The  political  orientation  of  states  influenced  the 
type  of  program  adopted:     the  more  laissez-faire, 
antiregulation  the  state,  the  more  decentralized 
and  voluntary  the  approach  to  rate  setting. 

In  a  number  of  the  nine  study  states,   severe  financial  crises 
due  to  rising  Medicaid  budgets  and/or  insurance  premiums  prompted  the 
adoption  of  programs  with  more  extensive  rate-setting  authority.  These 
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programs  were  generally  mandatory,  administered  by  the  state,  and  provided 
a  limited  if  not  peripheral  role  for  providers  in  the  rate-setting  process. 
Furthermore,  in  states  characterized  by  antiregulatory  sentiment,  programs 
were  vested  with  predictably  narrower  scopes  of  authority.     These  programs 
tended  to  be  voluntary  in  nature  and/or  to  provide  extensive  opportunity 
for  industry  input.     Safeguards  to  protect  the  financial  viability  of  the 
industry  often  were  built  into  the  enabling  legislation  of  these  programs. 

The  conditions  surrounding  adoption  and  the  scope  of  authority 
vested  in  a  program  will  influence  the  strategy  chosen  to  implement  a 
program's  objectives.     For  instance,  if  an  impending  Medicaid  crisis 
prompted  the  adoption  of  a  hospital  regulatory  program  with  specific 
authority  and  techniques  to  freeze  hospital  rates,  the  implementation  of 
such  a  program  is  likely  to  be  swift  and  immediately  felt  by  the  industry. 
Where  adoption  is  not  crisis  oriented,  the  legislation  may  call  for  a  more 
gradual,  phased- in  approach  to  regulation. 

When  analyzing  the  nine  prospective  rate-setting  programs  over 
time,  several  key  findings  emerge  with  respect  to  strategies  of  implemen- 
tation.    These  findings  include  the  following. 


•  Crisis-motivated  programs  sought  immediate  imple- 
mentation but  often  encountered  appeals  and  legal 
problems  in  later  years. 


•    Delayed  implementation,  involving  extensive  data 
collection,  establishment  of  uniform  reporting  and 
accounting,  and  the  development  of  a  detailed  rate 
review  process,  reduced  the  number  of  legal  and 
legislative  challenges.     Programs  using  this  ap- 
proach followed  a  more  stable  evolutionary  path 
than  those  using  phased  or  immediate  approaches. 


Three  implementation  strategies  were  used  by  the  nine  rate- 
setting  programs:     delayed  implementation,  phased  implementation,  and 
Immediate  implementation.    Of  these,  the  delayed  approach  seems  closest  to 
a  best  practice  approach.     States  such  as  Maryland  and  Washington,  where 
implementation  was  delayed  until  accounting  and  reporting  systems  were 
developed  and  budget  review  techniques  designed,  have  incurred  fewer 
successful  legal  and  legislative  challenges. 

Changes  in  program  characteristics  over  time  were  also  analyzed 
because  they  provide  insights  into  how  rate  setters  have  overcome  obstacles 
and  changes  in  program  environment.     Have  objectives  broadened  over  time, 
has  authority  been  enhanced,  and  has  the  organizational  structure  been 
altered?     If  so,  to  what  extent  are  these  changes  related  to  the  conditions 
surrounding  adoption?     An  analysis  of  changes  in  the  nine  rate- setting 
programs  over  time  reveals  the  following. 

•    There  has  been  a  movement  away  from  privately 

sponsored  programs  to  state  control  of  hospital  rate 
setting. 
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•  Coupled  with  a  movement  toward  state-administered 
programs,  state  agencies  have  shed  voluntary  aspects 
and  expanded  their  authority  to  include  mandatory 
compliance  and  increased  scope  of  payer  coverage. 

•  As  rate-setting  programs  have  matured,  objectives 
have  broadened  from  control  of  unit  prices  or  price 
increases  to  control  of  total  hospital  expenditures. 

Over  time,  programs  have  moved  away  from  voluntary  to  state 
control  of  rate  setting.     A  number  of  the  early  rate-setting  programs  were 
voluntary  in  nature,  sponsored  by  private  organizations  and  covered  less 
than  100  percent  of  the  hospital's  revenue.     These  programs  met  with 
limited  success  because  hospitals  were  not  required  by  law  to  adhere  to 
rate-setting  recommendations.     Increased  state  control  over  rate  setting  is 
reflected  most  strongly  in  the  area  of  mandatory  participation  in  the 
rate-setting  process  and  mandatory  compliance  with  the  decisions  of  rate 
setters.     Although  there  has  been  a  movement  toward  vesting  rate-setting 
programs  with  the  authority  to  conduct  compliance  review,  this  does  not 
mean  that  such  authority  is  always  implemented.     In  some  cases,  programs 
may  choose  to  use  peer  pressure  and  public  relations  to  promote  compliance 
rather  than  invoking  legal  authority;  in  others,  courts  have  limited  the 
programs'   authority  to  enforce  compliance. 

Another  important  movement  detected  in  the  evolution  of  the 
programs  was  that  of  increased  payer  coverage.     Early  rate-setting  programs 
covered  only  one  or  two  payers.     As  a  result,  hospitals  could  circumvent 
controls  for  some  classes  of  payers  by  raising  prices  charged  to  those 
payers  not  covered  under  the  rate-setting  program.     Over  time,  rate-setting 
agencies  have  reduced  the  ability  of  hospitals  to  circumvent  program 
controls  by  including  more  payers  under  their  programs. 

Finally,  movement  toward  increased  state  control  over  hospital 
rate  regulation  is  reflected  in  the  locus  of  authority  and  the  admini- 
stration of  the  nine  programs.     States  have  exerted  direct  control  by 
either  enacting  rate  control  legislation  or  centralizing  administrative 
responsibilities.     Although  there  has  been  a  movement  toward  more  direct 
state  control,  there  has  been  a  parallel  movement  to  increase  the  equity  of 
rate-setting  programs  through  procedural  and  structural  safeguards. 

The  remainder  of  this  chapter  discusses  these  findings  in  more 

detail . 


2.2  Primary  Forces  Surrounding  Adoption  in  the  Nine  Study  States 

A  review  of  the  forces  that  prompted  the  adoption  of  prospective 
reimbursement  programs  in  the  nine  study  states  reveals  only  one  common 
thread:     an  overall  concern  about  the  escalation  of  hospital  costs.  The 
degree  and  nature  of  that  concern  differed,  however.     The  second  most  im- 
portant factor  in  the  adoption  process  was  the  support  received  by  various 
constituencies  (hospital  association,  Blue  Cross,  legislature).     In  the 
nine  study  states,  the  role  played  by  the  hospital  association  was  critical. 
This  role  ranged  from  leadership  in  the  development  of  the  program  to 
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strong  opposition  to  the  establishment  of  any  program.     The  evidence 
suggests  that  opposition  from  the  state  hospital  association  can  be  over- 
ridden by  either  or  both  of  two  conditions:     the  presence  of  a  severe 
financial  crisis  within  state  government,  and  a  willingness  to  compromise 
over  key  characteristics  of  the  program  (i.e.,  locus  of  authority,  extent 
of  authority,  and  organizational  structure) . 

Opposition  to  hospital  rate  controls  ranged  from  concern  that 
rate-setting  programs  would  infringe  on  the  management  prerogatives  of 
hospitals  to  expectations  that  rigorous  programs  would  impose  severe 
financial  losses  or  require  the  merging  or  closing  of  institutions.  The 
greatest  amount  of  controversy  was  generated  over  the  characteristics  of 
the  program.     The  hospital  industry  was  highly  concerned  about  both  the 
extent  of  authority  vested  in  a  rate-setting  body  and  the  organizational 
locus  of  the  authority  (e.g.,  an  independent  regulatory  commission,  state 
health  department  or  state  hospital  association) . 

Although  Blue  Cross  Plans  do  not  yield  as  much  political  leverage 
as  do  state  hospital  associations,  they  have  been  and  remain  a  force  to  con- 
tend with.^     The  inclusion  of  Blue  Cross  increases  the  potential  effective- 
ness of  the  program,  since  a  higher  percentage  of  hospital  revenues  are 
controlled  directly. 

Blue  Cross  plans  have  been  concerned  about  spiraling  premiums.  A 
competing  concern  is  the  fear  of  losing  their  rate  differential  relative  to 
commercial  insurance  companies;  any  spreading  of  bad  debt  among  payers  would 
reduce  the  Blue  Cross  differential  ( in  those  plans  where  Blue  Cross  does  not 
reimburse  for  bad  debt)  and  enable  greater  price  competition  among  commercial 
carriers.     Although  the  concept  of  hospital  rate  setting  is  acceptable,  the 
authority  vested  in  the  rate-setting  agency  represents  a  potential  threat  to 
Blue  Cross's  market  position  and  its  relationship  with  the  industry. 2 

The  adoption  of  a  hospital  rate-setting  program  does  not  ensure 
that  opposition  to  such  a  program  will  dissipate.     Although  compromises  may 
assure  the  adoption  of  a  program,  opposition  may  reappear  in  the  form  of 
appeals,  litigation,  or  other  obstructive  action.     Therefore,  continued 
compromise  and  continued  involvement  of  the  state  hospital  association  and 
other  interested  parties  is  necessary  during  the  implementation  of  the 
program  and  thereafter.^ 

The  primary  factors  leading  to  the  adoption  of  a  rate- setting 
program  in  each  of  the  nine  study  states  are  listed  below;  secondary 
factors  are  listed  in  table  7.     The  order  in  which  the  states  are  listed 
is  chronological  according  to  the  year  in  which  legislation  was  passed  or 


This  is  particularly  true  in  that  Blue  Cross  plans  are  strong  advocates 
of  voluntary  prospective  rate-setting  programs. 

A  rate-setting  program  with  the  mandate  to  set  equal  rates  for  all  payers 
could  eliminate  the  contractual  discount  negotiated  with  the  industry. 

The  degree  to  which  a  hospital  association  should  be  involved  is  the 
subject  of  much  controversy.     A  clear  distinction  must  be  made  between 
involvement  and  control . 
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Table  7:  Facilitators  and  Barriers  to  Adoption  of  Hospital  Rate-Setting  Programs 


State  and  Year 
of  Adoption 

Facilitators 

Barriers 

New  York 

R^niH  inrrpfltp  in  MpHiraiH  HiiHnpt 
i  <o\i\'j  1 1  iv>i  co>c  iii  ivicuioaiu  uuuyc  i 

1969 

• 

Appointment  of  citizen  committee  to 

study  hospital  costs 

• 

Failure  of  hospitals  to  participate  in  volun- 

tary Blue  Cross  hospital  rate-setting  program 

• 

Hospital  association  support 

• 

Prospective  reimbursement  cost-based 

formula  used  by  state  to  reimburse  welfare 

recipients 

New  Jersey 

Cap  on  Blue  Cross  payments  imposed  by 

1969 

C  r\  VC\  m  ICC  i  onor  nf  inci  iranro  nncoH  f  i  r\  ai-i/*i  a  1 
CkJ  1  ii  m  1 1      I  \ji  1 C  r    \j\    MIlUiollLC  (JUiCU  lllldlH.101 

problems  to  large  hospitals 

Hospital  association  proposes  voluntary 

prospective  reimbursement  program 

Arizona 

Rising  cost  of  health  insurance  prompted 

Politically  conservative  state  with 

1971 

mobilization  of  business  community 

philosophical  opposition  to  regula- 

• 

Participation  of  hospital  association 

tion 

• 

Excess  supply  of  hospital  beds 

Mary  land 

Legislative  concern  over  hospital  costs 

Blue  Cross  fear  of  losing  contractual 

1971 

Financial  plight  of  Baltimore  city 

discount 

hospitals 

• 

Hospital  association  members 

• 

Hospital  association  leadership  fear  of 

opposed 

federal  intervention  results  tn  endorse* 

men t  and  draft  of  rate'Setting  legislation 

Voluntary  i ncenti ve  re i mbu rsemen t 

experiment  previously  sponsored  by 

1  i  *J  j  (J  i  la  1  aijcj^iaiiuii 

Western 

^fafo  inci  iranro  rfMnmiccirtn  ronrorn  riuor 
J  Id  IC   llnUlallLC         M  1 1  1  M  ^  i  I KJ  l  \  LUI  ll>CI  II  UVCI 

Pennsylvania 

i nsu  ranee  prem  i u ms 

1972 

• 

1  nnn  hictnrw  of  RIiip  Crr\«  intorocT  in  rpim. 
i—uny  i  Miiui  y  ui  diuc  c^i  ujj  mhcicjl  iii  iciiii 

bursement  experiments 

Connecticut 

Rate-setting  program  used  as  political 

Despite  hospital  association  partici- 

1973 

consumer  issue  in  gubernatorial  election 

pation  in  legislative  process,  strong 

• 

Voluntary  hospital  association  incentive 

opposition  lodged  against  certain 

reimbursement  experiment  not  successful 

program  characteristics 

• 

Endorsement  by  insurance  companies 

• 

Although  Blue  Cross  endorsed  rate- 

setting  program  by  virtue  of  its  own 

prospective  reimbursement  experi- 

ment, it  did  not  support  Blue  Cross 

participation  in  state  rate-setting 

program 

Washington 

• 

Labor  concern  over  medical  benefit 

• 

Hospital  association  members 

1973 

packages 

opposed 

• 

Hospital  association  leadership  endorse- 

ment 

• 

State  concern  over  program  deficits 

• 

Hospital  industry  concern  over  limitations 

in  third-party  payment 

• 

Fear  of  federal  intervention 

Massachusetts 

• 

Medicaid  fiscal  crisis 

• 

Hospital  association  concern  over 

1974 

• 

Legal  suits  against  Medicaid  program 

program  characteristics 

• 

Blue  Cross  role  in  negotiations 

• 

Rate-setting  commission  structure 

already  present. 

'  Minnesota 

• 

Legislative  concern  over  hospital  costs 

1974 

• 

Fear  of  federal  intervention 

• 

Financial  problems  of  small  rural 

hospitals 
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prospective  budget  review  or  rate  setting  was  begun  (whichever  came  earlier) 
Barriers  to  the  adoption  process  are  listed  as  well^,  although  the  list  is 
by  no  means  exhaustive. 


•  New  Jersey ,  1969.  In  response  to  the  state  insurance 
commissioner's  caps  on  Blue  Cross  payments,  the  New 
Jersey  Hospital  Association  proposed  an  alternative 
approach,  that  of  a  voluntary  hospital  rate-setting 
program.  This  was  approved  by  the  commissioner  and 
administered  by  the  New  Jersey  Hospital  Association's 
Hospital  Research  and  Education  Trust  (HRET). 

•  New  York,   1969 .     The  key  factor  was  the  rapid  increase 
in  the  state's  Medicaid  budget. 

•  Arizona,   197 1 .     The  business  community's  concern  over 
the  rising  cost  of  health  insurance  served  as  the  major 
impetus . 

•  Maryland,   1971.     Although  the  legislature  was  con- 
cerned over  increased  hospital  costs,  it  was  not  until 
the  state  hospital  association  stepped  in  to  actively 
support  a  rate-setting  program  that  a  bill  was  passed 
by  the  legislature.     Concern  over  the  financial  plight 
of  Baltimore  inner-city  hospitals  and  fear  of  federal 
intervention  prompted  the  association's  support. 

•  Western  Pennsylvania,   1972.     In  response  to  the  state 
insurance  commissioner's  attempts  to  constrain  Blue 
Cross  premiums,  the  Western  Pennsylvania  B^ue  Cross 
plan  adopted  a  voluntary  reimbursement  control  program. 

•  Connecticut,  1973.     The  forces  behind  the  hospital 
rate-setting  program  in  Connecticut  were  primarily 
political,  stemming  from  the  election  of  a  new  gov- 
ernor and  support  generated  by  private  citizen  groups. 

•  Washington,   1973.     Labor  served  as  the  catalyst  for 
hospital  rate  setting  in  Washington.     Concern  over 
medical  benefit  packages  prompted  labor  to  file 
several  rate-setting  bills.     Endorsement  and  par- 
ticipation by  the  state  hospital  association  were 
critical  to  the  adoption  of  a  program  in  this  state. 

•  Massachusetts,   1974.     An  impending  fiscal  crisis 
generated  by  increases  in  the  Medicaid  budget  was 
the  primary  force  behind  the  adoption  of  hospital 
rate  controls  in  Massachusetts. 


4 

Where  there  are  no  barriers  listed,  it  is  because  none  was  mentioned 
consistently  in  the  numerous  interviews  conducted. 
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•    Minnesota,   1974.     The  Minnesota  Hospital  Association, 
fearful  of  intervention  by  the  state  or  federal  govern- 
ment, adopted  a  voluntary  hospital  rate  review  program. 

For  a  majority  of  states,  the  adoption  process  spanned  a  number 
of  years.     Legislative  committees  studied  the  problem  of  hospital  costs, 
bills  were  introduced,  and  negotiations  among  competing  interest  groups 
took  place.     Nine  very  different  rate-setting  programs  were  implemented  as 
a  result  of  the  diverse  forces  that  were  brought  to  bear  on  the  adoption 
process.     While  the  dominant  concern  in  each  of  the  states  was  the  rising 
cost  of  health  care,  the  initial  programs  reflected  key  compromises  that 
were  forged  during  the  adoption  process.     The  most  controversial  issues 
that  emerged  during  the  adoption  process  were:     the  objectives  of  the 
rate-setting  program,  the  authority  to  be  vested  in  each  of  the  programs, 
and  the  locus  and  organizational  structure  of  the  program.     Differences  in 
the  characteristics  of  the  early  rate- setting  programs  and  major  changes 
that  occurred  since  their  adoption  are  the  focus  of  the  next  section. 

2.3  Initial  Characteristics  and  Changes  Over  Time 

In  this  section,  the  initial  objectives  of  the  nine  study  pro- 
grams are  analyzed  to  identify  patterns  that  have  emerged  over  time.  The 
initial  authority  vested  in  these  programs,  the  organizational  structure, 
and  the  general  approach  to  controlling  hospital  rates  are  also  described. 

2.3.1  Objectives 

The  initial  objectives  of  the  nine  study  programs  were  shaped 
by  the  forces  that  led  to  adoption  as  well  as  by  the  compromises  that  were 
forged  during  the  adoption  process.     Early  objectives  of  rate-setting 
programs  tended  to  be  narrow  and  focused  on  an  immediate  solution  to  a 
pending  crisis  or  problem.     The  cases  of  New  York  and  Massachusetts  are 
good  examples:     the  overriding  objective  of  both  programs  was  to  control 
their  respective  Medicaid  budgets.     A  review  of  the  early  objectives  of  the 
nine  rate-setting  programs  confirms  observations  made  by  Bauer  (1978)  and 
Lewin  (1974)  that  most  rate-setting  programs  focused  primarily  on  curbing 
the  rate  of  increase  in  the  unit  price  of  services  for  a  particular  payer. 

Table  8  categorizes  each  of  the  nine  programs  by  its  primary 
objectives.     While  the  initial  goals  of  the  nine  rate-setting  programs 
tended  to  focus  on  short-term  objectives,  the  evidence  suggests  that  rate 
setters  are  now  taking  a  more  global  approach  to  cost  containment.  Pro- 
grams are  no  longer  focusing  so  narrowly  on  controlling  increases  in  unit 
price  but  instead  are  emphasizing  control  of  total  hospital  revenue  (e.g., 
Connecticut,  Massachusetts,  Western  Pennsylvania,  and  New  Jersey) ,  inclu- 
sion of  all  payers  in  the  rate-setting  system  (e.g.,  Maryland,  New  Jersey, 
Washington,  and  New  York) ,  and  requiring  at  least  mandatory  review  of 
hospital  rates  or  budgets  (e.g.,  Minnesota  and  Western  Pennsylvania). 
Rate  setters  have  also  begun  to  establish  linkages,  both  formal  and  informal, 
with  certificate  of  need  programs  and  state  health  planning  agencies.  Thus, 
strategies  to  incorporate  the  implications  of  certificate  of  need  decisions 
into  rate-setting  decisions  have  been  or  are  in  the  process  of  being 
developed  (e.g.,  New  Jersey  and  Massachusetts). 
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Table  8:  Initial  Rate-Setting  Objectives  in  the  Nine  States 


State 

Initial  Objectives 

•  New  York 

•  New  Jersey 

•  Western  Pennsylvania 

•  Connecticut 

•  Massachusetts 

•   Curbing  the  rate  of  increase  in  unit  price  of  services 
(per  diem,  billed  charges)  for  which  hospitals  would  be 
reimbursed  by  some  particular  payer(s) 
(Blue  Cross,  Medicaid,  self-pay) 

•  Arizona 

•  Maryland 

•  Washington 

•  Minnesota 

•   Curbing  the  rate  of  increase  in  overall  expenditures 
for  hospital  services 
(unit  price  times  volume  of  service) 

•  New  Jersey 

•  Washington 

•  Maryland 

•  Minnesota 

•   Eliminating  inequities  among  payers  and 
among  hospitals 

•  New  Jersey 

•  Minnesota 

•   Demonstrating  that  voluntary  programs  are  viable 
alternatives  to  federal/state  regulation 

•  Maryland 

•  Arizona 

•  Washington 

•   Demonstrating  that  a  state-administered  rate-setting 
program  is  a  viable  alternative  to  federal  regulation 
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2.3.2  Authority 


The  early  prospective  reimbursement  programs  were  examined  to 
determine  the  extent  of  authority  initially  delegated  to  each  program.  Pro- 
grams were  also  examined  to  determine  the  extent  of  changes  over  time  in  four 
areas  believed  to  affect  the  ability  of  a  program  to  carry  out  its  objectives 
in  an  effective  and  equitable  manner.-*     The  four  areas  considered  are: 

•  Participation .     Does  the  rate-setting  program  have 
the  authority  to  mandate  participation  in  the  review 
and/or  setting  of  rates? 

•  Compliance .     Does  the  rate-setting  agency  have  the 
authority  to  enforce  its  decisions  without  resorting 
to  legal  sanctions? 

•  Scope  of  Payer  Coverage.     Does  the  rate-setting 
program  have  the  authority  to  set  and/or  review  rates 
for  all  payers? 

•  Negotiation.     Does  the  agency  have  the  authority  to 
set  reimbursement  limits  without  negotiating  with 
hospitals? 

A  preliminary  analysis  of  this  limited  set  of  measures  suggests  that 
rate-setting  agencies  have  increasingly  incorporated  broader  authority 
into  their  programs.     A  good  example  is  the  authority  to  mandate  partic- 
ipation in  rate  and/or  budget  review.     Three  programs  were  originally 
established  without  this  authority  and  currently,  only  one  program,  Western 
Pennsylvania,  does  not  mandate  participation.     While  programs  can  mandate 
participation  in  the  review  process,  they  may  not  always  be  able  to  mandate 
compliance ,  a  key  determinant  of  program  stringency.     Clear  patterns  of 
mandatory  compliance,  in  fact,  have  not  emerged.     One  program,  Massachusetts, 
lost  the  authority  to  conduct  compliance  review  in  a  legal  challenge 
Two  programs,  Arizona  and  Minnesota,  began  without  this  authority.  To 
date,  Arizona  has  not  attempted  to  include  mandatory  compliance  in  its 
program.     Minnesota,  which  currently  has  compliance  authority,  has  chosen 
not  to  operational ize  this  aspect  of  the  program. 

Rate-setting  programs  have  also  broadened  their  authority  to 
regulate  all  payers  in  the  system.     While  none  of  the  earlier  programs 
were  authorized  to  include  all  payers,  two  programs,  Washington  and  Maryland, 
currently  have  such  authority.     As  mentioned  previously,  other  states  also 
appear  to  be  moving  in  this  direction.     Finally,  only  two  of  the  programs, 


A  broader  set  of  program  characteristics  expected  to  influence  strin- 
gency and  equity  is  analyzed  in  Chapter  3,  which  examines  the  current 
characteristics  of  the  nine  study  programs. 

It  would  not  be  correct  to  suggest  that  the  Massachusetts  program  has 
absolutely  no  authority  in  this  area.     Rather,  the  Massachusetts  program 
does  not  have  the  authority  to  recoup  excess  revenue  through  compliance 
review,  although  it  may  seek  a  court  order  to  impose  fines  on  hospitals 
that  overcharge . 
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New  York  and  Massachusetts  Medicaid,  began  with  the  authority  to  set 
rates  without  negotiation.     Although  industry  representatives  are  consulted 
during  the  development  of  methodologies,  both  programs  have  continued  to 
exclude  negotiation  with  the  industry  in  the  process  of  approving  and/or 
setting  rates.7 

2.3.3  Organizational  Structure 

The  locus  of  authority  of  prospective  reimbursement  programs 
and  the  choice  of  administering  agency  were  two  of  the  most  controversial 
aspects  to  be  resolved  during  the  adoption  process.     In  some  states, 
authority  was  vested  in  the  state  government  through  the  enactment  of 
legislation.     In  others,  state-mandated  programs  were  successfully  opposed, 
and  voluntary  programs  administered  by  Blue  Cross  or  state  hospital  associa- 
tions were  adopted.     The  most  discernible  pattern  to  emerge  is  a  movement 
away  from  the  voluntarily  sponsored  program  to  the  adoption  of  state 
controls  over  hospital  rate  setting.     Such  was  the  case  in  New  Jersey  and 
Minnesota,  where  enabling  legislation  authorized  the  department  of  health 
to  review  and/or  regulate  hospital  payments.     Minnesota  has  not  fully 

o 

exercised  this  option,     and  in  New  Jersey  it  was  several  years  before 
the  state  assumed  total  control.     This  move  toward  state  authority  to 
regulate  hospital  rates  is  consistent  with  the  general  broadening  of 
objectives,  which  requires  increased  coordination  with  various  state 
regulatory  authorities. 

2.3.4  General  Approach 

Two  generic  approaches  were  initially  chosen  to  control  hospital 
costs:     the  use  of  a  formulary  system  or  a  review  of  hospital  budgets.  The 
formulary  approach  was  adopted  in  those  states  responding  to  severe  finan- 
cial constraints  stemming  from  their  Medicaid  programs  (e.g.,  New  York  and 
Massachusetts  Medicaid) .     This  approach  is  considered  attractive  because  of 
the  small  administrative  burden  involved. 

The  second  approach,  that  of  budget  review,  was  initially 
adopted  by  the  remaining  states.     These  systems  allowed  for  negotiation  and 
a  certain  amount  of  compromise  in  the  budget  review  process.     Each  of  the 
early  budget  review  systems  considered  close  interaction  with  the  industry 
to  be  an  important  element  in  the  process  of  setting  and/or  reviewing 
hospital  rates.     The  budget  review  process  provides  such  a  vehicle,  since 
it  encourages  discussion  and  provides  a  forum  for  negotiation. 


The  charge-control  program  in  Massachusetts  does  permit  limited  negotia- 
tion over  costs  beyond  the  control  of  the  hospital ,  but  rates  set  for 
Medicaid  continue  to  be  nonnegotiable . 

The  Minnesota  Department  of  Health  may  delegate  the  administrative 
authority  to  an  independent  organization,  e.g.,  the  hospital  associa- 
tion. 

i   

See  Chapter  4  for  a  discussion  of  the  administrative  costs  of  each 
program. 
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Over  time,  there  has  been  a  movement  away  from  a  pure  budget 
review  approach  to  one  that  is  more  formulary  in  nature.     New  Jersey  and 
Maryland  began  with  budget  review  systems,  but  these  systems  gradually  have 
been  streamlined;   formulary  adjustments  have  supplanted  some  of  the  elements 
of  budget  review.     Other  systems  (e.g.,  Massachusetts)   are  considering 
review  by  exception  rather  than  extensive  review  of  all  hospitals. 

A  primary  theme  throughout  this  report  is  the  identification 
of  problems  and  obstacles  that  have  faced  rate  setters  and  an  analysis 
of  how  rate  setters  have  adjusted  to  these  problems.  In  the  following 
section,  the  implementation  strategies  used  by  rate  setters  are  analyzed 
and  the  lessons  that  emerge  from  their  experiences  are  discussed.  The 
chapter  concludes  with  an  examination  of  the  changes  rate  setters  have 
implemented  as  programs  have  matured  and  responded  to  changes  in  their 
environments . 

2.4  Strategies  of  Implementation 

Three  strategies  of  implementation  were  used  by  the  nine 
states.     They  reflect  the  compromises  forged  during  the  adoption  process, 
the  availability  of  funding,  and  the  evolving  state  of  the  art  of  prospec- 
tive reimbursement. 

The  first  strategy  used  was  to  delay  implementation  until 
analytic  evidence  of  "reasoned  and  consistent"  decisions  was  available. 
Often  this  decision  was  the  result  of  the  scarcity  of  resources  avail- 
able to  develop  such  analytic  support.     The  second  strategy  was  that  of 
establishing  general  regulatory  authority,  while  holding  in  abeyance 
certain  classes  of  decisions  pending  further  analytic  development — a  phased 
implementation .     This  approach  was  often  used  in  those  states  where  legisla- 
tion was  enacted.     Immediate  implementation,  the  third  strategy  used, 
generally  did  not  allow  time  for  the  development  of  extensive  analytic 
techniques  and  required  the  agency  to  render  regulatory  decisions  im- 
mediately.       Table  9  describes  the  initial  implementation  strategy 
chosen  by  each  of  the  nine  states.     As  the  programs  evolved  over  time, 
their  approach  to  implementation  also  changed.     This  is  particularly  true 

for  New  Jersey,  where  an  entirely  new  system  ultimately  was  adopted. 

The  first  strategy,  delayed  implementation,  was  used  by  Maryland 
and  Washington.     Both  programs  initially  proposed  a  budget  review  approach; 
however,  budget  review  authority  was  withheld  pending  methodological  devel- 
opments.    Both  programs  spent  a  minimum  of  fifteen  months  on  developmental 
activities  such  as  collecting  data,  developing  a  uniform  accounting  and 
reporting  system,  and  developing  analytic  procedures.     Maryland  staff 
established  liaisons  with  representatives  of  planning  and  industry  and 
developed  a  hospital  facility  feasibility  model  to  evaluate  planning 
appropriations.     In  the  year  in  which  rate  review  authority  was  established, 
the  Maryland  staff  implemented  an  interim  system  of  rate  increases  and 


This  discussion  builds  on  a  similar  one  offered  by  Weiner  in  "Parti- 
cipation, Procedure  and  Political  Support  for  Hospital  Cost  Containment 
Programs:     Limits  of  Open  Administrative  Process,"  Draft  Paper,  June 
1979. 
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■  able  9:  Implementation  Strategies  in  the  Nine  States 


Strategy 

STATE  AND  PROGRAM  ACTIVITIES 

Date  Activities 

Date  Activities 

delayed 

mplementation 

Maryland 

1971         •  Legislation  enacted 
1971-73     •  Data  collection  established 

•  Reporting  requirements 
established 

•  Uniform  accounting  and  reporting 
system  implemented 

•  Development  of  liaison  with 
representatives  of  planning 

•  Hospital  facility  feasibility  model 
developed  to  evaluate  planning 
appropriations 

1974        •   Interim  system  implemented 

•  Detailed  rate  review  begins 

Washington 

1973       •      Legislation  enacted 

•  Development  and  adoption  of 
uniform  accounting  system 

1974-75  •      Development  of  methodologies 
and  hospital  classification  system 

•  Regulations  adopted 

•  First  budgets  reviewed 
1977       •      Methodology  revised 

Phased 

Implementation 

Western  Pennsylvania 

1968         •  Developmental  work  prior  to 
adoption 

1972         •  Adoption  and  implementation 
1976        •   Methodology  revised 

Massachusetts 

1974  •      Medicaid  rate-setting  program 

implemented 

1975  •      Interim  charge-control  system 

1976  •      Adoption  of  permanent  charge- 

control  system 

1977  •      All  budgets  reviewed 

1979       •      Groupings,  uniform  reporting 
implemented 

Immediate 
Implementation 

New  York 

1969  •   Legislation  enacted 

•  Medicaid  freeze  (overturned) 

•  Development  of  formulary  system 

1970  •  Implementation 
1972-79     •  Continual  refinement 

Connecticut 

1973  ,  •   Legislation  enacted 

•  Rate  increases  approved 

1974  •   Budget  review  begins 

1976  •   Developmental  work 

Minnesota 

1974         •   Immediate  implementation  of 
voluntary  program 

1977  •  Legislation  enacted,  program 

continues 

New  Jersey 

1968-69   •      Immediate  implementation 

•  Development  of  techniques  over 
the  years 

1971        •      Legislation  enacted 

1974  •      Interim  system  (Dept.  of  Health) 

1975  •      Budget  review  reinstituted 

1976  •      New  methodology  introduced 

Arizona 

1971  •      Legislation  enacted 

1972  •      Budget  review  begins 

•  Developmental  work  on  uniform 
accounting 

1977  •      Uniform  accounting  system 

implemented 
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selected  a  small  number  of  hospitals  for  full  budget  review.  The 
Washington  staff  believed  that  detailed  budget  review  of  each  hospital 
would  be  too  burdensome  and  instead  developed  a  more  limited  budget  review 
with  screens. 

The  second  approach,  phased  implementation,  was  used  by 
Massachusetts.     Although  the  first  prospective  system  (Medicaid)  adopted 
by  Massachusetts  was  implemented  immediately,  a  prospective  budget  review 
charge-control  system  was  also  adopted  in  the  following  year.11  An 
interim  system  of  charge  approval  was  introduced  while  a  permanent  system 
was  designed.     The  program's  statute  outlines  a  six-year  implementation 
period,  which  includes  the  phasing  in  of  increasingly  sophisticated  meth- 
odologies.    The  approach  used  by  Massachusetts  was  to  adopt  an  interim 
system  immediately  in  order  to  control  the  overall  rate  of  increase  and  to 
implement  the  more  rigorous  and  sophisticated  aspects  of  the  system  over 
time . 

The  immediate  approach  to  implementation  was  used  by  the  remain- 
ing states.     The  Connecticut  system  began  approving  rate  increases  during 
its  first  year  of  operation.     Although  authority  for  budget  review  was 
withheld  until  the  next  fiscal  year,  this  was  because  of  the  timing  of  the 
adoption  process  rather  than  an  intention  to  allow  time  for  developmental 
work.     The  Connecticut  program,  unlike  Washington  and  Maryland,  delayed 
investment  in  the  development  of  analytic  techniques  and  uniform  accounting 
and  reporting,  relying  instead  on  general  guidelines  and  a  potentially  less 
analytic  methodology  for  approving  hospital  budgets.     The  approach  proved 
troublesome  in  the  earlier  years,  when  it  became  obvious  that  hospital 
budgets  were  not  being  adequately  controlled.12     The  program  was  restruc- 
tured, again  without  allowing  for  a  period  of  development,  and  again  the 
Connecticut  program  suffered  setbacks.     The  new  approach  was  defined  in 
terms  of  general  guidelines  rather  than  detailed  regulations.     The  commis- 
sion was^sued  and  told  by  the  court  that  general  guidelines  were  inappro- 
priate. 

In  New  York,  a  freeze  was  initially  imposed  on  Medicaid  rates 
while  a  formulary  system  was  being  designed.     Although  the  original  freeze 
was  eventually  overturned  the  New  York  formula  system  was  implemented 
immediately.     The  formula  system  has  been  modified  and  refined  frequently 
over  the  years,  and  changes  have  generally  been  in  the  direction  of  in- 
creased stringency. 

In  Arizona,  rate  reviews  began  immediately.     Development  of  a 
uniform  system  of  accounting  subsequently  took  place  over  the  course  of 
several  years.     Over  time,  additional  local  planning  agencies  were  given 
associate  responsibility  for  budget  review  as  they  achieved  delegated 
status . 


Immediate  implementation  of  the  Medicaid  system  was  facilitated  by  it 
being  patterned  after  the  already  existing  New  York  system. 

Increases  in  utilization 'were  causing  total  revenues  to  increase  at  a 
rate  higher  than  the  approved  percentage  increases  in  per  diem  revenue. 

The  legal  aspects  of  this  case  are  discussed  in  Chapter  5 . 
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The  immediate  implementation  strategy  was  used  also  by  the 
original  programs  in  New  Jersey,   Minnesota,  and  Western  Pennsylvania.  All 
three  programs  were  administered  by  private  organizations  and  used  tech- 
niques that  previously  had  been  in  use.     The  hospital  association  in  New 
Jersey  (HRET)  relied  on  techniques  that  had  been  developed  through  its 
industrial  engineering  and  cost  control  services  (Geomet,    1976).  The 
Minnesota  program  refined  techniques  used  during  the  Economic  Stabilization 
Program  (ESP)  for  use  in  its  voluntary  program.     Blue  Cross  of  Western 
Pennsylvania  implemented  a  process  that  previously  had  been  tested  in  a 
pilot  program. 

There  are  obvious  advantages  and  disadvantages  associated 
with  each  of  the  implementation  strategies  used  by  the  nine  programs,  but 
a  delayed  implementation  approach  with  a  planning  phase  appears  to  be  the 
most  reasonable.     Experience  in  Maryland  and  Washington,  both  of  which  used 
a  delayed  approach,  seems  to  bear  this  out;  both  systems  remain  relatively 
free  from  damaging  or  burdensome  administrative  appeals  and  litigation. 
The  same  claim  cannot  be  made  for  Massachusetts,   Connecticut,   New  Jersey, 
and  New  York--states  that  used  the  phased  and  immediate  implementation 
strategies. 

A  phased  approach  to  implementation  also  has  intuitive  appeal. 
Some  element  of  control  is  exerted  immediately  through  an  interim  system, 
and  more  rigorous  control  is  exerted  over  time.     Such  an  approach  may  pose 
problems,  however,  if  its  operationalization  severely  constrains  the 
flexibility  of  the  rate  setters.     Such  is  the  case  in  Massachusetts,  where 
the  statute  is  extremely  specific  as  to  what  is  to  be  implemented  and  when, 
thus  limiting  the  flexibility  of  the  system  to  respond  to  changes  that  may 
necessitate  the  development  of  alternative  policies.     The  Massachusetts 
approach  phased  in  elements  of  prospectivity,  while  continuing  to  use 
elements  of  retrospectivity  in  the  budget  review  process.     The  problem  with 
this  approach  is  highlighted  by  a  court  decision  rendered  against  the  use 
of  compliance  review  in  the  Massachusetts  system.     The  compliance  mechanism 
devised  by  the  commission  involved  deduction  of  excess  revenue  earned  by 
the  hospital  in  one  year  from  the  subsequent  year's  allowable  revenue.  The 
court  ruled  that  such  an  adjustment  incorporated  a  retrospective  feature 
into  a  statutory  scheme  perceived  to  be  exclusively  prospective.  This 
ruling  represented  a  major  setback  to  the  Massachusetts  program  in  that  the 
program  lost  an  important  mechanism  for  enforcing  its  decisions. 

The  immediate  implementation  approach  potentially  achieves  the 
fastest  results  but  leaves  little  time  for  planning.     Introduction  of  a 
rate-setting  program  that  is  effective  and  equitable  requires  some  period 
of  planning  and  methodological  development.     Programs  that  do  not  engage  in 
such  exercises  generally  are  subject  to  more  legal  or  legislative  challenges 
and/or  take  longer  to  implement. 

Connecticut  and  New  Jersey  provide  good  examples  of  the  problems 
that  are  likely  to  arise  when  an  immediate  implementation  strategy  is  used. 
Connecticut  has  suffered  from  several  court  suits,  and  a  legislative  inves- 
tigation of  the  performance  of  the  Connecticut  system  has  also  been  initiated 
recently.     The  New  Jersey  HRET  program  was  replaced  by  a  system  administered 
solely  by  the  Department  of  Health.     This  action  was  prompted  by  the  election 
of  a  new  governor  and  the  publication  of  a  harsh  critique  of  the  existing 
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system  of  hospital  regulation  by  the  Center  for  the  Analyses  of  Public 
Issues.     The  publication,  Bureaucratic  Malpractice  (Center  for  the 
Analysis  of  Public  Issues,  1974),  severely  criticized  the  Department  of 
Health  for  failing  to  implement  legislation  passed  in  1971,  which,  among 
other  things,  authorized  the  department  to  regulate  hospital  rates.  It 
also  contained  numerous  criticisms  of  the  regulatory  practices  of  the  HRET. 
The  New  Jersey  state  health  department,  upon  taking  over  authority  for  rate 
setting,  also  used  a  phased  implementation  strategy.     An  interim  system  was 
implemented  for  a  year  before  budget  review  was  reinstituted.     Data  re- 
quirements were  determined  and  methodologies  were  developed  prior  to  the 
introduction  of  a  new  system  in  1976. 

Similar  to  the  situation  in  Connecticut  and  Massachusetts, 
the  New  York  program  has  been  plagued  by  administrative  appeals  and  court 
challenges.     In  the  case  of  the  New  York  program,  however,  these  challenges 
are  related  more  to  the  characteristics  of  the  system  than  to  the  implemen- 
tation strategy  used.     The  New  York  program  uses  a  formulary  system  that 
disallows  negotiation  and  provides  limited  grounds  for  administrative 
appeal.     Redress  on  some  issues  must  be  sought  in  the  courts  or  the 
legislature . 

Arizona,  Western  Pennsylvania,  and  Minnesota  have  also  been 
relatively  free  of  legal  and  legislative  challenges  to  the  strategy  used 
for  implementation.     The  voluntary  Minnesota  program  has  experienced 
organizational  changes  as  previously  described,  but  the  budget  review 
process  has  remained  relatively  unchanged  over  the  years.     When  compared 
to  the  remaining  six  programs,  the  programs  in  Arizona,  Western  Pennsylvania, 
and  Minnesota  have,  by  intent,  remained  relatively  static.     Because  these 
three  programs  allow  either  voluntary  participation  or  voluntary  compliance, 
they  do  not  provide  a  test  of  alternative  implementation  strategies  that 
could  be  useful  for  states  considering  the  adoption  of  mandatory  programs. 

2.5  Summary 

The  theme  that  has  been  emphasized  in  the  discussion  to  this 
point  is  the  importance  of  initial  decisions.     The  economic  and  political 
circumstances  existing  at  the  time  of  adoption  and  the  compromises  arrived 
at  by  countervailing  interests  have  influenced  not  only  the  initial  charac- 
teristics of  programs,  but  their  implementation  strategies  and  evolution 
over  time  as  well.     Some  of  the  newer  programs  have  learned  from  the  earlier 
experiences  of  older  programs.     Some  of  the  older  programs,  those  with 
weaker  mandates  and  limitations  built  into  their  enabling  legislation  or 
initial  procedures,  have  struggled  to  replicate  their  counterparts  in  other 
states.     Countervailing  interests  tend  to  persist,  however,  and  remain  a 
barrier  to  the  expansion  of  authority  and  to  revisions  in  organizational 
structure.     In  this  section,  changes  instituted  by  rate  setters  over  time 
are  linked  to  the  adoption  process.     Specifically,  what  types  of  compromises 
were  forged  and  how  did  they  influence  initial  program  characteristics? 
Furthermore,  how  have  programs  responded  to  barriers  posed  by  initial 
compromises? 

Major  changes  in  the  nine  study  programs  have  evolved  in  response 
to  legal  and  legislative  challenges,  lessons  learned  by  the  rate  setters, 
and  the  availability  of  improved  analytic  techniques.     Objectives  have 
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broadened ^ or  been  clarified  over  the  years.     The  legal  authority  vested 
in  each  program  has  been  tested  and,  in  some  instances,  the  programs 
have  become  more  stringent  (e.g.,  Maryland) while  in  others,  such  as 
Connecticut  and  Massachusetts,  important  authority  and/or  time  has  been 
lost. 

From  an  organizational  perspective,  there  has  been  some  move- 
ment away  from  programs  sponsored  solely  by  private  organizations,  such 
as  hospital  associations,  to  programs  authorized  by  the  state.     There  has 
also  been  a  movement  toward  more  effective  mechanisms  for  involvement  of 
hospitals  and  other  interested  parties  (advisory  panels,  review  boards, 
interaction  with  other  regulatory  agencies) .     Finally,  there  have  been 
noticeable  changes  in  the  general  approach  to  the  process  of  rate  setting, 
particularly  a  movement  away  from  a  pure  budget  review  approach  to  one 
that  is  more  formulary  in  nature. 

Many  of  the  compromises  forged  during  the  initial  adoption 
process  have  had  long-term  implications  for  the  characteristics  of  the 
programs  and  for  the  effectiveness  and  equity  of  the  revenue  controls  they 
impose.     In  many  cases,  issues  have  not  remained  settled  but  have  arisen 
again  and  led  to  program  modification. 

The  locus  of  the  rate-setting  program  (i.e.,  independent 
commission  or  health  department)  was  highly  controversial  in  all  of  the 
states  and  may  be  traced  to  the  motives  behind  adoption.     In  Arizona,  the 
decentralization  of  the  rate-setting  program  was  supported  by  the  hospital 
association,  and,  in  Minnesota,  delegation  of  rate-setting  responsibilities 
to  the  hospital  association  was  a  condition  of  hospital  association  support. 
Creation  of  an  independent  regulatory  commission  (versus  administration  by 
a  division  of  the  department  of  health)   in  Washington,  Maryland,  Connecticut, 
and  Massachusetts  greatly  facilitated  the  adoption  process  in  these  states. 
State  hospital  associations  in  New  Jersey  and  New  York  continue  to  lobby 
for  the  creation  of  rate-setting  commissions  as  opposed  to  the  current 
centralized  rate-setting  process.     The  New  Jersey  Hospital  Association 
has  been  successful,  for  the  New  Jersey  legislature  recently  enacted  new 
legislation  that  calls  for  the  creation  of  a  rate-setting  commission 
within  the  Department  of  Health. 

The  respective  roles  of  the  industry  and  the  state  in  the  rate- 
setting  process  was  another  subject  of  debate  in  most  states.     In  Washington, 
the  hospital  association  lobbied  strongly  for  an  independent  commission 
with  representation  from  the  hospital  association.     The  states  of  Maryland 
and  Connecticut  also  provided  for  representation  by  the  industry  on  the 
decision-making  body  of  the  commission.     The  Massachusetts  Hospital  Associ- 
ation lobbied  for  a  mandatory  consultation  process  and  the  establishment  of 
a  hospital  policy  review  board  with  sign-off  and  approval  authority  on 
rules  and  regulations.     A  mandatory  consultation  process  was  included; 
however,  the  role  of  the  Hospital  Policy  Review  Board  was  limited  to  one 
of  review  and  comment. 

The  scope  of  payer  coverage  was  another  issue  with  which  all 
parties  struggled  during  the  adoption  process.     The  original  bill  in 
Massachusetts  called  for  a  uniform  rate  for  all  payers,  while  the  compro- 
mise legislation  provided  for  inclusion  of  only  self-pay  patients  and 
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commercial  insurers.14    Although  the  Maryland  enabling  legislation  del- 
egated authority  to  the  commission  to  set  equitable  rates  of  payment  across 
all  payers,  this  was  an  issue  against  which  Blue  Cross  lobbied  fiercely. 
Over  the  years.  Blue  Cross  has  also  initiated  several  unsuccessful  leg- 
islative challenges  in  attempts  to  divest  the  commission  of  the  authority 
to  regulate  Blue  Cross. 

Another  important  issue  debated  during  the  adoption  process 
was  the  amount  of  risk  that  hospitals  must  bear  under  a  prospective  reim- 
bursement program.     Some  programs  (e.g.,  Arizona,  Maryland,  Minnesota,  and 
Washington)  are  bound  by  key  clauses  in  the  enabling  legislation  to  protect 
the  financial  solvency  or  viability  of  the  hospital.     The  clause  is  found 
only  in  programs  where  adoption  was  not  prompted  by  a  fiscal  crisis  and 
where  the  state  hospital  association  was  intimately  involved  in  the  design 
of  the  rate-setting  process.     Of  course,  the  existence  of  such  a  clause 
places  a  significant  limit  on  the  scope  of  the  program's  authority. 


Without  control  over  all  payers,  uniform  rates  among  payers  cannot  be 
established . 
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Chapter  3:      CURRENT  AUTHORITY  AND  ORGANIZATIONAL  STRUCTURE 
IN  THE  NINE  STUDY  PROGRAMS 


In  the  previous  chapter,  the  nine  study  programs  were  assessed 
from  a  historical  perspective  to  identify  patterns  in  their  adoption  and 
maturation  processes.     This  chapter  examines  the  current  structural  char- 
acteristics of  the  nine  programs.     From  an  organizational  perspective, 
four  generic  approaches  to  rate  setting  are  identified,  and  are  then 
analyzed  along  key  criteria  related  to  stringency  and  equity.  These 
include  the  scope  of  authority  vested  in  a  rate-setting  program  and  the 
nature  of  the  decision-making  process  it  uses. 

Although  it  would  be  premature  to  identify  a  "best  practice" 
organizational  strategy  for  prospective  rate  setting,  there  is  a  sufficient 
amount  of  experience  upon  which  to  base  an  assessment  of  current  strengths 
and  limitations.     This  chapter  concludes  with  an  examination  of  the  strengths 
and  limitations  associated  with  each  generic  organizational  approach. 
Particular  attention  is  paid  to  the  relative  merits  of  the  commission 
model,  as  this  approach  is  strongly  advocated  by  such  groups  as  the  American 
Hospital  Association  and  the  Health  Insurance  Association  of  America. 

3.1  Summary  of  Findings 

A  primary  question  asked  throughout  this  chapter  and  earlier 
is  whether  one  generic  organizational  model  of  rate  setting  has  evolved 
over  time.     Analysis  of  the  programs  under  study  indicates  that: 

•  State  hospital  rate-setting  efforts  can  be  class- 
ified into  four  broad,  generic  models:  commission, 
centralized  state  agency,  decentralized  state 
agency,  and  private  voluntary. 

State  approaches  to  rate  setting  have  taken  numerous  directions. 
Over  time,  four  generic  approaches  have  emerged:     the  traditional  public 
utility  commission,  centralized  administration,  decentralized  agency 
delegation  to  other  public  or  private  organizations,  and  strictly  private, 
voluntary  organizations.     A  strong  trend  toward  one  organizational  approach 
versus  another  has  not  emerged;  that  is,  within  the  nine  states,  there  has 
been  no  clear  movement  toward  programs  administered  by  commissions  versus 
those  administered  centrally  or  in  a  decentralized  manner  by  state  agencies. 
Rather,  the  most  predominant  changes  in  administrative  structure  have  been 
the  broadened  representation  of  hospitals,  state  agencies,  third- party 
payers  and  the  public  in  the  rate-setting  process  in  order  to  increase 
objectivity  and  broaden  political  support,  and  the  use  of  detailed  regula- 
tions in  order  to  reduce  the  arbitrariness  and  ambiguity  of  the  process. 

These  changes  suggest  that: 

•  The  locus  of  rate-setting  authority  and  organiza- 
tional mode  do  not,  in  and  of  themselves,  assure 
stringency  and  equity. 
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This  is 


because : 


•  The  scope  of  authority  and  the  decision-making 
process,  which  are  key  determinants  of  equity  and 
stringency,  are  not  inherently  related  to  locus  of 
authority  and  organizational  mode. 

No  one  generic  organizational  approach  includes  all  key  determinants  of  a 
stringent  and  equitable  rate-setting  program;  each  approach  has  important 
strengths  and  limitations.     An  analysis  of  these  strengths  and  limitations 
suggests  the  following  conclusions. 

•  Rate-setting  commissions  are  not  necessarily  more 
independent  of  industry  and  political  influence  than 
are  state  agency  or  privately  administered  programs; 
independence  fundamentally  depends  on  the  organiza- 
tional location  of  commissions,  the  scope  of  authority 
vested  in  the  commission,  and  the  criteria  for 
selection  of  commissioners. 

•  Commissions  are  not  inherently  more  or  less  open  to 
negotiation  than  are  state  agencies. 

•  Decentralized  state  programs  and  privately  admini- 
stered programs  permit  a  strong  role  for  the  hospital 
industry  in  policymaking. 

•  Coordination  of  rate  setting  and  facility  planning 
(primarily  certificate  of  need)   is  significantly 
improved  in  a  centralized  organizational  structure. 

These  findings  are  discussed  in  greater  detail  in  the  remainder  of  this 
chapter . 

3.2  Program  Structure  and  Administration 

Thus  far,  a  number  of  patterns  concerning  the  nine  rate-setting 
programs  have  been  identified.     First,  goals  and  objectives  have  broadened 
over  time.     Second,  the  scope  of  authority  vested  in  the  programs  has  been 
augmented.     A  third  major  trend  exists,  that  of  a  change  in  auspice  under 
which  rate-setting  programs  are  governed.     Most  of  the  programs  that  began 
under  the  auspices  of  private  organizations  now  fall  under  the  purview  of 
state  government;  in  fact,  eight  of  the  nine  rate-setting  programs  are 
under  the  auspices  of  state  government.     This  means  that  legislation  has 
been  enacted  that  authorized  the  establishment  and  operation  of  a  hospital 
rate-setting  program.     Only  one  state,  Pennsylvania,  has  not  passed  legisla- 
tion to  this  effect.     Of  the  eight  state-authorized  programs,  each  has 
taken  a  somewhat  different  approach  to  the  organization  and  administration 
of  the  program  and  has  been  vested  with  a  different  degree  of  authority, 
all  of  which  have  implications  for  program  stringency  and  equity.     The  four 
generic  organizational  approaches  to  rate  setting  are  discussed  below. 
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3.2.1     Rate-Setting  Commissions 


The  most  common  approach  to  administration  of  the  nine  study 
programs  is  that  of  a  regulatory  commission  model.     Four  states  (Connecticut, 
Maryland,  Massachusetts,  and  Washington)  currently  use  regulatory  commissions 
to  administer  their  prospective  reimbursement  programs.     Insulation  from 
political  pressure  and  potential  conflicts  of  interest,  as  well  as  increased 
accountability,  are  just  a  few  of  the  advantages  associated  with  the  use  of 
the  commission  model.     Commissions  are  also  thought  to  be  less  susceptible 
to  turnover  of  executive  staff,  which  may  occur  with  a  change  in  gover- 
norship.    Restrictions  on  salary  schedules  and  hiring  practices  imposed 
by  civil  service  limitations,  which  lead  to  problems  in  recruitment  of 
qualified  staff  and  frequent  staff  turnover,  are  also  considered  less  of 
a  problem  for  regulatory  commissions  than  for  other  administrative 
structures. 

Two  basic  kinds  of  approaches  have  been  taken  by  programs  under 
state  agency  administration.     One  is  to  centralize  the  prospective  reim- 
bursement program  within  a  line  division.     The  other  is  to  decentralize  the 
process  through  joint  administration  or  through  delegation  of  rate-setting 
responsibilities  (e.g.,  Arizona  and  Minnesota).     Advantages  associated  with 
the  centralized  approach  to  rate  setting  include  closer  regulatory  coordi- 
nation with  planners  and  with  similar  regulatory  programs  and  reduced 
administrative  burden.     The  decentralized  mode  of  administration  is  thought 
to  reflect  a  greater  sensitivity  to  the  local  concerns  of  providers, 
consumers,  and  third-party  payers. 

3.2.2     Centralized  State  Rate  Setting 

Two  programs,  New  Jersey ^  and  New  York,  use  the  centralized 
state  agency  approach  to  rate  setting.     However,  the  two  states  have 
differed  in  their  approach  to  approving  rates  and/or  budgets.     The  New 
Jersey  process  has  always  included  face-to-face  negotiations  with  the 
industry  over  final  rates.     In  New  York,  the  process  traditionally  has 
been  a  straightforward  administrative  task.     Both  programs  have  advisory 
bodies  that  review  and/or  approve  rules  and  regulations. 

In  centralized  programs  such  as  those  in  New  Jersey  and  New 
York,  equity  has  been  a  key  issue  and,  over  time,  both  programs  have  moved 
to  address  apparent  limitations.     New  York  has  incorporated  procedural 
safeguards  into  the  rate-setting  process,  now  providing  hospitals  with  an 
administrative  appeals  mechanism.     The  New  Jersey  program  recently  created 
a  rate-setting  commission,  lodged  within  the  Department  of  Health.  Repre- 
sentatives of  both  the  industry  and  the  state  are  to  be  included  on  the 
commission. 


New  Jersey  is  in  the  process  of  establishing  a  rate-setting  commission. 
The  commission  will  be  housed  within  the  state  health  department. 

The  legislation  calls  for  two  members  to  be  representatives  of  consumers 
of  health  care  services  and  one  to  have  experience  in  hospital  administra- 
tion or  finance.  The  commissioners  of  state  departments  of  health  and 
insurance  also  will  serve  as  ex  officio  voting  members  of  the  commission. 
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3.2.3     Decentralized  Rate  Setting 


Decentralized  programs  exist  in  Arizona  and  Minnesota.  The 
Arizona  Department  of  Health  Services  has  joint  authority  with  the  local 
health  planning  agencies  for  the  rate-setting  process.     The  Minnesota 
Department  of  Health,  on  the  other  hand,  has  the  authority  to  delegate 
administration  to  an  independent  organization;  the  Minnesota  Hospital 
Association  (MHA)  administers  the  program  and  the  Department  of  Health 
oversees  the  rate-setting  process.     Official  review  of  hospital  budgets  and 
staff  preparation  of  recommendations  are  carried  out  by  MHA  staff  and  six 
external  rate  review  panels.     Rules  and  regulations  promulgated  by  the 
Minnesota  program  are  subject  to  approval  by  the  legislature  which  is  not 
the  case  in  Arizona. 

3.2.4    Private  Organization 

The  Blue  Cross  program  of  Western  Pennsylvania  is  administered  by 
the  Actuarial  and  Accounting  Division  of  Blue  Cross.     This  is  somewhat 
similar  to  centralized  programs,  for  the  rate-setting  process  is  an  admini- 
strative task  performed  by  a  line  department. 

3.3  Current  Authority 

In  order  to  assess  the  relative  merits  of  the  various  regulatory 
approaches,  it  is  necessary  to  move  beyond  the  locus  of  control  and  the 
organizational  model  of  administration  to  the  operating  characteristics  of 
the  nine  programs;  for  example,  program  authority,  mechanics,  and  staff 
capabilities  are  all  important. ^    The  decision-making  process  is  another 
key  characteristic  of  program  operation  that  bears  on  both  program  stringency 
and  equity.     Have  procedural  safeguards  been  built  into  the  rate- setting 
process?     What  groups  are  directly  involved  in  the  rate- setting  process; 
are  there  adequate  opportunities  for  public  review  and  comment;  and  are 
rate-setting  decisions  coordinated  with  complementary  regulatory  programs? 
The  answers  to  each  of  these  questions  contributes  to  an  overall  assessment 
of  program  stringency  and  equity. 

The  scope  of  authority  vested  in  a  prospective  reimbursement 
program  establishes  the  legal  foundation  for  its  operations.     Most  programs 
have  been  established  by  statute  where  authority,  organizational  structure, 
and  policy  are  usually  prescribed  by  the  law.     It  is  often  the  case, 
however,  that  a  statute  contains  a  vague  mandate  (e.g.,  to  ensure  that 
rates  be  "just  and  reasonable").     Such  a  mandate  fails  to  define  adequately 
the  agency' s  scope  of  authority  or  to  specify  in  detail  the  procedures 
to  be  followed  in  arriving  at  decisions  (Joskow  and  Noll,  1978). 

There  are  trade-offs,  however,  between  establishing  legislation 
that  provides  broad  authority  and  legislation  that  limits  the  absolute 
authority  of  the  program.     The  effectiveness  of  a  program  will  suffer  if 
the  agency  does  not  have  sufficient  authority  to  mandate  the  participation 
of  hospitals  in  the  review  process.     Lack  of  authority  to  gather  sufficient 


Program  mechanics  and  staff  capabilities  are  examined  in  depth  in 
Chapter  4 . 
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data  for  analytic  purposes  would  also  hinder  the  program.     On  the  other 
hand,  open-ended  authority  may  be  wielded  in  a  manner  considered  inequit- 
able by  the  industry.     For  instance,  the  authority  to  implement  rules  and 
regulations  without  providing  an  opportunity  for  review  and  comment  by  the 
industry  may  foster  an  antagonistic  environment  between  rate  setters  and 
hospitals.     Thus,  while  unlimited  authority  may  appear  attractive  at  the 
outset,  such  authority  is  likely  to  produce  serious  repercussions  at 
a  later  date.     Enabling  legislation  should  be  flexible  but  sufficiently 
comprehensive  so  as  to  allow  the  program  to  evolve  as  circumstances  change, 
without  being  subject  to  charges  that  it  has  acted  beyond  its  scope  of 
authority. 

The  authority  vested  in  the  nine  programs  has  been  analyzed  along 
ten  different  dimensions  that  structure  program  operation.     Each  of  these 
areas  of  authority  relate  to  the  stringency  and/or  equity  of  the  programs 
and  is  briefly  described  below.     The  programs  are  then  analyzed  to  determine 
where  significant  differences  exist  and  if  such  differences  are  related  to 
the  locus  of  the  program's  administration.     The  dimensions  of  authority 
include  the  following: 


•  Participation :     Does  the  rate-setting  program  have 
the  authority  to  mandate  participation  in  the  review 
and/or  setting  of  rates? 

•  Compliance:     Does  the  rate-setting  agency  have  the 
authority  to  enforce  its  decisions  without  using 
legal  sanctions? 

•  Negotiation:     Does  the  agency  have  the  authority 
to  set  reimbursement  limits  without  negotiating 
with  hospitals? 

•  Payment  Rates:     Is  the  agency  authorized  to  set 
payment  rates,  or  is  it  limited  to  approving  total 
revenues  and/or  rates  of  increase? 

•  Scope  of  Payer  Coverage:     Are  all  payers  included 
in  the  program,  or  is  authority  limited  to  certain 
payers? 


•  Definition  of  Financial  Requirements:  To  what 
extent  can  the  agency  define  the  types  of  cost 
for  which  reimbursement  will  be  allowed? 


•  Reporting/Accounting  Requirements :     Does  the  agency 
have  the  authority  to  establish  reporting  and/or 
accounting  requirements? 

•  Complementary  Regulatory  Powers:  Does  the  agency 
have  responsibilities  or  a  role  in  certificate  of 
need  reviews  and/or  health  planning? 
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•  Due  Process  Requirements;     Is  the  system  bound 

by  due  process  requirements  (e.g.,  administrative 
practices  acts)? 

•  External  Oversight;  Is  the  agency  free  from 
external  oversight  (e.g.,  advisory  councils, 
legislative/regulatory  committees) ? 

Key  differences  among  the  programs  emerged  in  the  following 
areas:  compliance,  negotiation,  scope  of  payers  covered,  authority  to  set 
payment  rates,  authority  to  determine  financial  requirements,  and  comple- 
mentary regulatory  powers  (see  table  10).     Significant  differences  in 
procedural  and  structural  safeguards,  such  as  adherence  to  due  process 
requirements  and  external  oversight  provisions,  did  not  emerge  from  a 
review  of  enabling  legislation.     However,  as  will  be  seen,  a  close  exam- 
ination of  the  decision-making  process  of  the  programs  reveals  real 
differences  among  programs  as  to  the  extent  of  due  process  and  external 
oversight  they  incorporate.     Differences  in  compliance,  negotiation,  scope 
of  payers  covered,  authority  to  set  payment  rates  and  determine  financial 
requirements,  and  complementary  regulatory  powers  are  discussed  first.  The 
relationship  between  scope  of  authority  and  locus  of  rate  setting  is  then 
examined. 

3.3.1  Participation 

The  authority  to  mandate  participation  in  a  prospective  reimburse- 
ment program  includes  three  dimensions:     authority  to  mandate  review  of 
hospital  rates  and/or  budgets,  authority  to  enforce  compliance  with 
agency  decisions,  and  authority  to  review  and/or  set  hospital  rates  without 
negotiating  with  the  hospital . 

It  is  reasonable  to  expect  that  rate-setting  programs  that  lack 
the  authority  to  mandate  participation  in  the  review  of  budgets  and/or 
rates  will  not  be  as  stringent  as  a  program  that  requires  participation. 
As  Dowling  (1976)  points  out,  governing  boards,  given  their  trusteeship 
responsibilities,  cannot  be  expected  to  voluntarily  subject  their  institu- 
tions to  financial  risk.     Only  those  hospitals  that  believe  a  prospective 
reimbursement  system  will  not  undermine  the  attainment  of  goals  or  the 
maintenance  of  financial  viability  can  be  expected  to  participate,  if  given 
the  option.     Blue  Cross  of  Western  Pennsylvania  is  the  only  one  of  the  nine 
study  programs  that  continues  to  offer  hospitals  the  option  to  participate. 

3.3.2  Compliance 

The  authority  to  mandate  compliance  with  decisions  rendered  by 
rate  setters  may  be  the  most  important  characteristic  of  a  prospective 
reimbursement  system.     Programs  that  ask  for  voluntary  compliance  are 
likely  to  have  relatively  little  influence  on  hospital  behavior,  unless 
public  pressure  is  brought  to  bear  on  hospitals  to  comply.     For  voluntary 
compliance  programs,  swings  in  public  attitude  toward  rising  hospital  costs 
and  insurance  premiums  may  be  more  important  than  changes  in  the  methodology 
for  reviewing  rate  increases  and  scrutinizing  budget  proposals. 
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A  combination  of  mandatory  participation  and  mandatory  compli- 
ance provides  strong  authority.     If  a  program  has  one  of  these  two  types 
of  authority  but  not  the  other,  it  may  be  no  stronger  than  a  program  that 
lacks  both.     Authority  to  mandate  both  participation  and  compliance  is 
characteristic  of  six  of  the  nine  programs  (New  Jersey,  New  York,  Maryland, 
Connecticut,  Washington,  and  Minnesota) Each  of  these  programs  has 
authorizing  legislation  and/or  rules  and  regulations  that  require  partici- 
pation in  review  and  adherence  to  decisions  rendered. 

Three  programs  do  not  have  complete  authority  to  mandate  both 
participation  and  compliance:     Massachusetts,  Arizona,  and  Western  Penn- 
sylvania.    The  authority  to  enforce  compliance  in  Massachusetts  has  been 
limited  by  the  courts.     The  Massachusetts  system  must  seek  legal  redress 
in  order  to  keep  a  hospital  from  overcharging.     Since  a  legal  suit  is 
considered  to  be  drastic  action,  the  Massachusetts  program  must  rely  on 
public  pressure  to  assure  voluntary  compliance.     The  Arizona  program 
requires  mandatory  review  of  hospital  budgets,  yet  its  authority  to  en- 
force compliance  is  limited  to  application  of  public  and  peer  pressure. 
The  program  administered  by  Blue  Cross  of  Western  Pennsylvania  allows 
voluntary  participation  but  mandates  compliance.     The  authority  of  the 
Blue  Cross  program  is  found  within  the  contract  negotiated  with  individual 
hospitals.     Blue  Cross  does  not  require  participation  in  the  prospective 
reimbursement  program,  but,  should  a  hospital  choose  to  participate, 
compliance  is  contractually  mandatory. ^     in  prior  years  a  hospital  could 
drop  out  of  the  program  after  a  Blue  Cross  payment  rate  had  been  set;  to 
opt  out  of  the  current  program,  a  hospital  must  terminate  its  Blue  Cross 
contract . 

3.3.3  Negotiation 

The  degree  to  which  negotiation  limits  the  authority  of  a 
program  is  dependent  upon  other  aspects  of  the  program's  authority.  Where 
compliance  is  voluntary,  negotiation  may  be  the  most  important  mechanism 
for  affecting  hospital  behavior.     Where  compliance  is  mandatory  and  political 
support  for  the  program  is  strong,  the  ability  to  set  reimbursement  controls 
without  negotiation  increases  the  authority  of  the  program.     The  authority 
to  set  rates  without  negotiation  is  often  implied  in  a  program's  enabling 
statute  or  goals  and  objectives.     The  extent  to  which  such  authority  is 
operational ized ,  however,  varies  significantly.     Some  programs  may  limit 
negotiation  to  appeals  over  final  rates.     Even  then,  negotiation  may  be 
limited  to  areas  that  the  program  has  delineated  as  acceptable  grounds 
for  an  appeal.     At  the  other  extreme,  program  analysts  and  hospital  repre- 
sentatives may  negotiate  a  broad  spectrum  of  issues,  including  levels 
of  productivity  or  decertification  of  services. 


Although  the  Minnesota  program  does  not  currently  exercise  the  option  to 
conduct  compliance  review,  strict  interpretation  of  the  rules  and  regula- 
tions suggests  that  such  authority  does  exist. 

Each  of  these  programs  must  also  adhere  to  the  state  Administrative 
Procedures  Act  in  the  promulgation  of  rules  and  regulations. 

That  is,  the  Blue  Cross  contract  will  deduct  excess  revenue  earned  by  the 
hospital  in  calculating  the  following  year's  budget. 
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The  New  York  and  Massachusetts  Medicaid  programs  are  the  only 
programs  that  do- not  negotiate  over  the  establishment  of  final  rates; 
the  remaining  programs  conduct  negotiations  prior  to  the  establishment  of 
revenue  limits  or  prospective  rates.     Some' programs ,  however,  negotiate  on 
only  a  narrow  range  of  issues  (e.g.,  the  definition  of  costs  beyond  the 
control  of  the  hospital).     Negotiation  is  also  available  in  the  form  of 
appeals  in  all  programs  except  New  York. 

3.3.4  Authority  to  Establish  Payment  Rates 

The  unit  of  payment  specified  in  the  recommendations  or  rulings 
of  a  prospective  reimbursement  program  has  an  important  influence  on  the 
incentives  created  by  the  program.     Dowling  (1974)  argues  that  limitation 
of  total  hospital  revenue,  rather  than  establishment  of  per  diem  or  per 
case  payment  rates,  creates  less  incentive  for  hospitals  to  circumvent  the 
system  by  increasing  admissions  and  length  of  stay. 

Four  programs  have  the  authority  to  establish  payment  rates: 
Massachusetts  Medicaid,  New  Jersey,  New  York,  and  Washington.  Seven 
programs  (Arizona,  Connecticut,  Maryland,  Massachusetts  charge  control, 
Minnesota,  Washington,  and  Western  Pennsylvania)  are  authorized  to  approve 
total  revenue  and/or  charges.     Programs  that  establish  payment  rates  set 
the  amount  the  hospital  is  to  be  reimbursed  and,  in  doing  so,  have  an 
immediate  and  certain  effect  on  the  cash  flow  of  the  hospital .  Programs 
that  control  total  revenue  do  not  affect  payment  rates  with  the  same 
directness  and  predictability.     Hospitals  are  expected  to  revise  their 
charge  schedules  so  that  they  will  generate  no  more  revenue  than  the  limit 
imposed  by  the  program.     If,  by  intention  or  miscalculation,  charge  schedules 
are  not  set  appropriately,  excess  revenue  will  not  be  deducted  from  the 
hospital's  approved  budget  until  the  following  year.     Thus,  programs  that 
have  the  authority  to  set  payment  rates  potentially  exert  a  more  timely 
constraint  on  hospitals. 

3.3.5  Scope  of  Payer  Coverage 

The  stringency  of  a  program  is  greatly  enhanced  if  it  can 
require  participation  by  not  only  all  hospitals,  but  all  payers  in  the 
system.     The  more  comprehensive  the  system  is  in  terms  of  payer  coverage, 
the  more  binding  the  system  is  likely  to  be.     Although  some  programs  have 
the  authority  to  regulate  revenue  received  from  only  a  limited  number  of 
payers,  these  programs  may  also  place  limitations  on  the  hospital's  total 
revenue.     To  the  extent  that  revenue  controls  in  such  programs  cause  hos- 
pitals to  actually  curtail  expenditures,  revenues  from  noncovered  payers 
are  likely  to  be  affected  indirectly.^ 

Only  two  systems  currently  have  the  authority  to  regulate  all 
payers:     Maryland  and  Washington.     Legislative  authority  to  require  parti- 
cipation of  all  payers  does  not  mean,  however,  that  participation  is 


In  Massachusetts,  for  example,  revenue  from  commercially  insured,  uninsured, 
and  Medicaid  patients  are  the  only  revenues  over  which  the  state  has  direct 
control.     Medicare  still  bases  reimbursement  on  its  portion  of  the     cost  in- 
curred by  the  hospital.     Thus,  revenue  from  Medicare  is  not  directly  affected 
by  limits  on  total  hospital  revenue. 
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automatic.     For  instance,  in  order  to  include  Medicaid  and  Medicare  in  the 
system,  waivers  from  the  federal  government  must  be  issued  to  authorize  the 
use  of  a  prospective  system  of  reimbursement  instead  of  the  federally 
required  cost  reimbursement  system. 8 

Table  11  shows  the  payers  initially  covered  by  the  programs 
and  the  payers  added  over  time.     Currently,  the  most  limited  scope  of 
payer  coverage  is  found  in  the  Connecticut  and  New  Jersey  programs :  payer 
coverage  in  New  Jersey  is  currently  limited  to  Blue  Cross  and  Medicaid,  and 
in  Connecticut,  to  uninsured  and  commercially  insured  patients.  Recent 
legislation  in  New  Jersey,  however,  established  the  authority  necessary  to 
achieve  full  payer  participation  in  the  program.     Efforts  by  other  programs 
to  broaden  the  scope  of  payer  coverage  have  not  been  as  successful.  To 
date,  the  Connecticut  legislature  has  not  been  supportive  of  the  rate- 
setting  program's  efforts  to  include  all  payers  in  the  system. 9  The 
Massachusetts  system  is  in  the  preliminary  stages  of  discussion  over  par- 
ticipation of  Blue  Cross  and  Medicaid  in  the  charge-control  program.  To 
date,  both  of  these  payers  have  been  reluctant  to  change  their  status. 10 

3.3.6     Authority  to  Establish  Financial  Requirements 

The  authority  to  establish  the  financial  requirements  of  hospitals 
is  fairly  extensive  in  most  of  the  nine  states.     Although  most  programs  use 
Medicare  definitions  of  cost,  some  programs  are  limited  further  by  language 
in  the  statute.     When  the  enabling  legislation  states  that  payment  shall  be 
set  in  an  "efficient  and/or  reasonable  manner,"  considerable  discretion  may 
be  employed  in  defining  financial  requirements.     When  the  legislation 
requires  that  payment  be  set  in  a  manner  that  "assures  the  viability"  of 
the  hospital,  rate  setters  may  adopt  a  more  lenient  definition  of  financial 
requirements  than  that  contained  in  Medicare  guidelines.     The  Arizona, 
Maryland,  Minnesota,  and  Washington  programs  are  bound  by  such  clauses. 
The  Arizona  program  is  also  required  by  statute  to  use  the  American  Hospital 
Association's  Definition  of  Hospital  Financial  Requirements  as  a  guide  for 
establishing  hospital  rates  and  charges.     This  guideline  is  considered 
quite  liberal  by  most  rate  setters. 


8 

The  process  of  obtaining  such  waivers  is  time  consuming. 

9 

The  situation  in  Connecticut  is  confounded  by  the  presence  of  a  Blue 
Cross  prospective  reimbursement  program,  separate  from  and  independent 
of  the  commission  program. 

10 

Blue  Cross  plans  in  both  Connecticut  and  Massachusetts  are  reluctant  to 
participate  because  participation  may  mean  loss  of  contractual  discounts. 
The  Medicaid  program  in  Massachusetts  is  currently  under  a  prospective 
reimbursement  system,  which  is  more  constraining  than  the  charge-control 
system,  and  participation  would  result  in  at  least  a  short-term  increase 
in  the  Medicaid  budget. 

1 1 

The  program  is  not,  however,  limited  to  the  use  of  this  guideline  alone. 
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Table  11:  Payers  Covered  in  Each  of  the  Nine  Study  Programs 


Prnaram 

■  i  uyi  an  ■ 

rdycis  unyiiidiiy  uuvcicu 

Payers  Added  Over  Time 

1 

Arizona 

Blue  Cross 

— 

Commercial 

Self-pay 

o 

Connecticut 

Commercial 

— 

Self-pay 

Maryland 

Blue  Cross 

Medicare 

Commercial 

Medicaid 

Self-pay 

Massachusetts 

Medicaid 

Commercial 

Self -pay 

Minnesota 

Blue  Cross 

— 

Commercial 

Self -pay 

New  Jersey^ 

Medicaid 

Blue  Cross 

New  York 

Medicaid 

Commercial 

Blue  Cross 

Self-pay 

o 

Washington" 

Commercial 

Blue  Cross 

Self-pay 

Medicaid 

Labor  and  Industry 

Medicare 

Western 

Blue  Cross 

Medicare 

Pennsylvania 

Medicaid 

There  is  no  Medicaid  program  in  Arizona. 

'Blue  Cross  sponsors  its  own  prospective  reimbursement  program. 
'Current  authority  to  regulate  all  payers. 

Commercial  self-pay,  and  Medicare  are  to  be  phased  into  the  New  Jersey  program  within  the  next  year. 
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3.3.7     Complementary  Regulatory  Authority 


The  stringency  of  the  rate-setting  process  will  be  greater  if  it 
has  complementary  regulatory  authority  over  planning  and  certificate  of 
need  decisions.     Clearly,  any  new  facility  or  service  approved  by  a  planning 
agency  has  implications  for  future  rates  charged  by  a  hospital.  The 
authority  to  participate  in  the  analysis  of  the  potential  capital  needs  and 
operating  costs  of  a  new  service  will  enhance  the  effectiveness  of  both 
rate  setting  and  planning.     In  New  York  and  New  Jersey,  rate  setters  are 
mandated  to  conduct  financial  feasibility  studies  for  all  certificate  of 
need  responsibilities.     Maryland,  Washington,  and  Connecticut  also  have 
similar  regulatory  responsibilities.     The  Maryland  program  has  complementary 
regulatory  responsibilities  for  certificate  of  need  applications,  which 
include  assessment  of  facility  analyses,  construction-related  costs,  and 
fiscal  impacts  of  proposed  projects.     Rate  setters  in  Washington  conduct 
financial  analyses  for  all  certificate  of  need  applications,  and,  in 
Connecticut,  the  commission  has  the  authority  to  review  capital  budgets. 

3.3.8    The  Scope  of  Authority  and  Organizational  Locus 

The  scope  of  authority  vested  in  each  of  the  rate-setting 
programs  was  analyzed  to  determine  whether  differences  were  related  to 
organizational  locus.     The  analysis  revealed  that  differences  in  scope  of 
authority  exist  among  organizational  models,  as  well  as  within  organiza- 
tional models.     On  the  whole,  it  would  appear  that  the  scope  of  authority 
vested  in  the  state  centralized  programs  is  the  broadest  and  most  absolute. 
Of  the  two  centralized  programs,  New  York  and  New  Jersey,  New  York  appears 
more  stringent.     It  mandates  participation  and  compliance,  can  establish 
payment  rates  without  negotiating  with  the  industry,  and  has  complementary 
regulatory  authority.     New  Jersey  has  similar  authority,  with  the  exception 
of  establishing  rates  without  negotiation. 

Rate-setting  programs  administered  by  rate-setting  commissions 
hold  the  next  greatest  degree  of  authority.     Yet,  key  differences  exist 
among  the  commissions.     With  the  exception  of  the  Massachusetts  charge- 
control  program,  each  commission-administered  program  mandates  participation 
and  conducts  compliance.     The  only  significant  trend  that  appears  to  exist 
among  the  commissions  is  the  movement  toward  increased  payer  coverage. 
Another  significant  difference  between  the  commission  models  and  the  state 
centralized  models  is  that  commissions  are  more  likely  to  have  limitations 
on  their  authority  to  set  financial  requirements  and  to  coordinate  regulatory 
powers  with  other  state  agencies. 

As  might  be  expected,  the  scope  of  authority  found  in  decentralized 
and  voluntary  private  programs  is  significantly  reduced  when  compared  to  the 
commission  and  centralized  model.     These  programs  are  less  likely  to 
mandate  both  participation  and  compliance,  do  not  establish  rates  without 
negotiation,  and  do  not  have  complementary  regulatory  powers. 

As  discussed  earlier,  rate-setting  programs  cannot  be  assessed 
solely  on  the  basis  of  the  legal  authority  vested  in  the  program.  Although 
the  scope  of  authority  vested  in  a  program  has  important  implications  for 
program  stringency,  organizational  structure,  administrative  procedures, 
staff  capabilities,  and  review  methodology,  all  affect  the  degree  to  which 
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authority  is  translated  into  practical  outcomes.     In  addition,  equity  is 
as  important  a  dimension  of  program  success  as  is  stringency.     A  program 
that  has  absolute  authority  may  be  entirely  effective  in  reducing  the  rate 
of  hospital  inflation;  however,  that  authority  may  be  wielded  in  a  totally 
inequitable  manner.     The  organizational  structure  used  by  the  program  may 
be  conducive  to  conflicts  of  interest  and  may  lack  procedural  safeguards 
that  ensure  that  the  program  is  equitable.     The  analytic  procedures  used 
by  a  program  must  also  be  considered,  as  these  procedures  may  enhance  or 
offset  the  strengths  or  limitations  of  the  authority  vested  in  a  rate-setting 
program.     That  is,  a  program  with  extensive  authority  may  use  relatively 
unsophisticated  techniques  to  control  expenditures.     Limitations  in  authority 
may  be  offset  by  means  of  persuasion  and  peer  pressure.     A  program  that 
does  not  have  the  authority  to  mandate  compliance  may,  with  an  intensive 
public  relations  campaign,  be  just  as  effective  as  a  mandatory  program. 

3.4  Decision-Making  Process 

To  a  great  extent,  both  the  stringency  and  equity  of  a  rate- 
setting  program  will  be  determined  by  the  manner  in  which  its  authority  is 
operationalized.     The  way  in  which  policy  decisions  are  made  and  the  groups 
that  are  directly  represented  on  the  decision-making  body,  for  instance, 
have  implications  for  both  program  stringency  and  equity.     A  centralized 
state  program  that  formulates  policy  in  a  closed  process  is  unlikely  to 
have  its  decisions  directly  undercut  by  the  industry.     On  the  other  hand, 
if  a  program  does  not  allow  some  input  into  the  formulation  of  policy,  it 
risks  retaliation  by  the  industry  at  some  future  time  in  the  form  of 
appeals,  legislative  amendments,  or  court  challenges.     The  industry  or,  for 
that  matter,  consumers  and  representatives  of  the  general  public  need  not 
be  represented  directly  on  the  policymaking  body  of  a  program  if  adequate 
channels  for  participation  are  available.     The  balance  of  representation  in 
policy  formulation  is  thus  important,  but  so  are  informal  channels  for 
outside  advice  and  comment  in  the  decision-making  process. 

The  rules  and  regulations  issued  by  a  program  also  affect  the 
decision-making  process.     Programs  using  clear  and  detailed  rules  may  face 
fewer  legal  challenges  over  improper  interpretation  of  rules  and  the  misuse 
of  authority.     A  program  that  is  continually  challenged  by  providers  is 
less  likely  to  be  effective.     On  the  other  hand,  to  be  truly  effective, 
rate  setters  need  some  degree  of  flexibility  in  decision  making  to  correct 
for  perverse  incentives  that  may  be  created  inadvertantly  by  the  rate-setting 
body.     The  use  of  detailed  and  specific  regulations  may  reduce  the  level  of 
ambiguity,  uncertainty,  and  individual  judgment  in  the  process,     and  may 
afford  significant  safeguards  to  the  industry. 

Another  critical  element  in  assuring  equity  in  the  rate-setting 
process  is  the  availability  of  an  appeals  mechanism.     Programs  that 
unilaterally  impose  decisions  on  hospitals  without  offering  administrative 
relief  are  open  to  charges  of  inequity.     Such  programs  also  risk  legal  and 
legislative  challenges  lodged  by  frustrated  hospitals  determined  to  reduce 
the  authority  of  the  program.     To  the  extent  that  due  process  is  not 
available,  a  program  may  be  entangled  in  costly  legal  proceedings.  Since 
the  cost-effectiveness  of  a  program  is  measured  by  the  costs  of  admini- 
stering a  program  as  well  as  the  cost  savings  achieved,  high  administrative 
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costs  will  reduce  ultimate  cost-effectiveness.    Various  mechanisms  of 
appeal  are  discussed  in  Chapter  5 . 

The  degree  to  which  decisions  of  the  rate-setting  program  are 
coordinated  with  complementary  regulatory  programs,  such  as  certificate 
of  need  and  planning,  is  also  related  to  the  effectiveness  and  equity  of  the 
rate-setting  process.     The  establishment  of  common  policies  and  goals  may 
increase  the  overall  effectiveness  of  prospective  reimbursement  programs  and 
eliminate  perverse  incentives  that  may  result  from  conflicting  goals. 

Given  these  considerations,  the  following  section  analyzes 
patterns  in  the  decision-making  process  used  by  the  four  organizational 
models  of  rate  setting.     Four  questions  guide  the  analysis: 

•  What  groups  are  directly  responsible  for  policy 
making? 

•  Are  interested  parties  given  opportunities  for 
public  comment  when  policy  is  made? 

•  Who  is  involved  in  the  actual  setting  of  rates,  and 
to  what  extent  is  the  decision-making  process  bound 
by  the  specificity  of  rules  and  regulations  of  the 
program? 

•  Are  decisions  coordinated  with  complementary  regu- 
latory programs  such  that  common  goals  and  policies 
are  shared? 

3.4.1     Groups  Directly  Responsible  for  Policymaking 

The  question  of  what  groups  are  directly  responsible  for  policy- 
making is  important,  since  the  hospital  industry,  state  Medicaid  admini- 
strators, commissioners  of  insurance,  Blue  Cross  plans,  commercial  insurance 
companies  and  the  general  public  all  have  a  stake  in  the  policies  of 
prospective  reimbursement  programs.     It  is  reasonable  that  each  of  these 
parties  have  an  opportunity  to  advise  and  comment  on  policy  issues.  The 
degree  to  which  each  has  the  opportunity  to  do  so  varies  across  the  nine 
programs.     In  general,  the  commission  model  and  the  decentralized  and 
private  sponsorship  models  allow  greater  representation  of  the  industry  and 
consumers  in  policy  decisions.     Furthermore,  state  Medicaid  directors  and 
commissioners  of  insurance  have  a  significant  opportunity  to  influence 
policy  in  centralized,  state-run  programs.     The  representation  provided  for 
in  each  type  of  model  is  discussed  in  detail  below. 

Commissions  generally  provide  a  variety  of  opportunities  for 
outside  comment  and  advice  on  policy  issues  (see  Table  12).  Massachusetts 
commissioners  do  not  represent  specific  constituencies.     Rather,  their 
appointments  are  based  on  education  and  experience.     As  previously  mentioned, 
however,  the  commission's  proximity  to  the  Medicaid  program  exerts  a  strong 
influence  on  the  commission' s- policies.      The  most  balanced  distribution  of 
power  between  the  industry  and  the  state  is  found  in  the  Connecticut 
commission.     Representation  on  the  commission  is  afforded  to  industry 
representatives  and  to  the  commissioners  of  health,  mental  health,  and 
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Table  12:  Organizational  and  Administrative  Characteristics  of  the  Nine  Study  Programs 


HOSPITAL  REGULATORY  COMMISSIONS 


PROGRAM 

COMMISSIONERS 

REQUIRED  COMPOSITION 
OF  COMMISSION 

ROLE  OF 
COMMISSION 

MECHANISM 
FOR  INPUT 

STATUS 

NUMBER 

Maryland 

Part-time 

7 

Industry  representatives  3 

•  Set  policy 

•  Approve  and  negotiate 
budget 

•  Conduct  and  decide  first 
administrative  appeal 

•  Industry  advisory  board 

•  Committees 

•  Public  hearings 

Connecticut 

Part-time 

17 

Hospital  administrator  1 
Nursing  home  administrator  1 
Practicing  physician  1 
Practicing  RN  1 
BC  or  commercial 

representative  1 
Public  members  9 
Commissioner  of  health  1 
Commissioner  of  mental 

health  1 
Commissioner  of  insurance  1 

•  Set  policy 

•  Approve  and  negotiate 
budget 

•  Conduct  and  decide 
first  administrative 
appeal 

•  Legislative  regulation 
review  committee 

•  Public  hearings 

Washington 

Part-time 

•6 

Hospital  administrator  1 
Physician  1 
Labor  1 
General  industry  1 
Consumer  1 

•  Set  policy 

•  Review  and  negotiate 
budget 

•  Conduct  informal  appeals 
hearings  and  consider 
requests  for  formal 
hearings 

•  Technical  advisory 
committee 

•  Ad  hoc  committees 

•  Public  hearings 

Massachusetts 

Full-time 

3 

Chairman— administrative 
experience  and  advanced 
degree  in  law,  business,  or 
administration  1 
CPA  1 
Experience  in  "medical 

economics"  1 

•  Set  policy 

•  Approve  budget 

•  Conduct  administrative 
appeal 

•  Advisory  council 

•  Hospital  policy  review 
board 

•  Mandatory  consultation 

•  Public  hearings 

CENTRALIZED  STATE-ADMINISTERED  PROGRAMS 


PROGRAM 

ROLE  OF  STATE 

MECHANISMS  FOR  INPUT 

New  York 

•  Set  policy 

•  Develop  methodology 

•  Approve  per  diem  rates 

•  Conduct  administrative  appeal 

•  Hospital  review  and  planning  council 

•  Four-member  panel  of  economists 

•  Health  care  financing  council 

•  Public  hearings 

New  Jersey 

•  Set  policy 

•  Develop  methodology 

•  Approve  budget 

•  Conduct  informal  negotiation 

•  Conduct  administrative  appeal 

•  Health  care  administration  board 

•  Advisory  council 

•  Policy  committees 

DECENTRALIZED  STATE-ADMINISTERED  PROGRAMS 


PROGRAM 

ROLE  OF  STATE 

ROLE  OF  DELEGATED  AGENCY 

MECHANISMS  FOR  INPUT 

Arizona 

•  Set  policy 

•  Director  DHS1  has  final 
authority 

•  Conduct  rate  review,  uniform 
accounting,  feasibility 
studies,  appeals 

•  Conduct  informal  appeals 

•  Issue  findings 

•  Analysts  and  consumer  panels 
review  budgets  and  make 
recommendations  to  HSA  board 

•  HSA  board  makes  recommendations 
to  state 

•  HSA  boards 

•  Public  hearings 

•  Informal  discussions  with  staff 

Minnesota 

•  Oversight  of  delegated  authority 

•  Oversee  policy  of  program 

•  Responsible  for  operations 
and  performance 

•  Perform  annual  review  of 
MHA  application 

•  Monitor  MHA  compliance 
with  rules 

•  Responsible  for  program 
development 

•  MHA  finance  committee 
establishes  policy 

•  Convene  external,  part-time  rate 
review  panels 

•  Responsible  for  data  collection 

•  MHA  rate  review  staff  assist  in 
rate  review  process 

•  MHA  rate  review  advisory  sub- 
committee assists  with  rate 
review 

•  MHA  committees 

•  Informal  discussions  with  state 

PRIVATELY  ADMINISTERED  PROGRAMS 


PROGRAM 

ROLE  OF  PROGRAM 

MECHANISMS  FOR  INPUT 

Western  Pennsylvania 

•  None 

•   Informal  negotiation 

Department  of  Health  Services 
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insurance.         In  all  four  commission -run  programs,  public  hearings, 
advisory  boards,   and  ad  hoc  committees  provide  substantial  opportunity  for 
outside  comment. 

Programs  that  are  administered  in  a  decentralized  manner  (e.g., 
Minnesota  and  Arizona)   are  also  characterized  by  extensive  representation 
of  the  hospital  industry,  consumers,  and  third-party  payers  in  key  decision- 
making positions.     HSA  review  boards  in  Arizona  are  comprised  of  consumers 
as  well  as  providers  of  health  care,  i.e.,  physicians,  hospital  admini- 
strators, trustees.     The  Minnesota  program  is  structured  such  that  the 
state  oversees  the  rate-setting  program  and  the  policies  of  the  program. 
Operationally,  however,  the  Minnesota  Hospital  Association  Finance  Committee 
establishes  policy  for  the  program  and  coordinates  this  with  the  state 
department  of  health.     Review  of  hospital  budgets  is  carried  out  by  external 
review  boards  made  up  of  hospital  representatives,  third-party  insurance 
representatives,  and  consumer  representatives.     Thus  the  industry  has  a 
predominant  role  in  development  of  policy  as  well  as  in  day-to-day  admini- 
stration of  the  program. 

The  hospital  industry  has  the  greatest  opportunity  to  comment  on 
policy  issues  in  the  one  privately  administered  program,  if  only  as  a 
result  of  the  frequent  contact  during  contract  negotiations  with  Blue 
Cross  administrators.     Policy  in  the  Western  Pennsylvania  program  is 
developed  by  the  executive  leadership  of  Blue  Cross.     Although  there  are  no 
formal  mechanisms  through  which  hospitals  participate,  extensive  informal 
communication  channels  exist. 

Representation  of  the  industry  in  key  decision-making  positions 
is  clearly  more  limited  in  centralized  programs  administered  by  the  state. 
Consumers,  labor,  and  the  hospital  industry  are  represented  only  through 
advisory  committees  or  councils.     In  New  Jersey  and  New  York,  the  commissioner 
of  health  plays  a  predominant  role  in  the  formation  of  policy,  and  the 
state  commissioner  of  insurance  is  also  consulted  on  major  policy  issues. 

In  summary,  the  commission  model  and  the  decentralized  and 
private-sponsorship  models  allow  greater  representation  of  the  industry 
and  consumers  in  policy  decisions.     State  Medicaid  directors  and  commis- 
sioners of  insurance  have  a  significant  opportunity  to  influence  policy  in 
state-centralized  programs. 

3.4.2     Opportunity  for  Public  Review  and  Comment 

The  second  question  concerned  the  extent  to  which  interested 
parties  are  given  opportunities  for  public  comment  when  policy  is  made. 
There  are  numerous  reasons  why  hospital  rate-setting  programs  should  seek 
advice  from  different  constituencies  in  the  rate-setting  process.  First, 
administrators  must  recognize  the  potential  power  of  some  groups  (e.g., 
state  hospital  associations)  to  thwart  program  decisions.     In  many  programs, 
it  has  been  important  to  solicit  advice  and  to  obtain  support  on  certain 
policies  when  policy  decisions  are  made.     Negotiations  and  compromise 
between  the  two  sides  have  been  important  to  the  continued  stability  of 
programs  and  have  prevented  damaging  lawsuits  or  other  forms  of  opposition 


Only  the  commissioner  of  insurance  has  voting  privileges. 
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that  are  likely  to  result  from  unilateral  action.     Just  as  negotiation  and 
compromise  were  key  elements  in  the  adoption  of  a  rate-setting  program, 
they  were  also  important  elements  of  continued  operation.     Evidence  from 
the  nine  study  programs  suggests  that  the  extent  of  formal  and  informal 
mechanisms  for  input  is  related  to  the  circumstances  of  adoption  and  to  the 
organization  of  the  program. 


Formal  mechanisms  for  input,  such  as  advisory  councils  and 
review  boards,  are  used  most  extensively  by  programs  administered  by 
commissions  and  those  centrally  administered  by  the  state  department  of 
health.     The  use  and  composition  of  advisory  committees  and  review  boards 
are  generally  mandated  by  statute,  as  is  membership.     These  boards  and 
councils,  however,  generally  have  only  advisory  powers. 


Another  approach  to  assuring  adequate  representation  in  the 
decision-making  process  is  the  use  of  ad  hoc  committees,  public  hearings, 
and  mandatory  consultation  with  the  industry.1^    Ad  hoc  committees  and 
public  hearings  are  an  important  vehicle  by  which  programs  obtain  advice 
and  comment.     Massachusetts  is  required  to  hold  public  hearings  prior  to 
the  promulgation  of  new  regulations.     In  Connecticut  and  Washington,  public 
hearings  will  be  held  on  request.1^    Washington  has  also  held  public 
hearings  prior  to  implementation  of  new  methodologies  (e.g.,  uniform 
accounting  and  reporting) .     The  Hospital  Review  and  Planning  Council  in  New 
York  reviews  and  approves  all  rules  and  regulations  pertaining  to  the 
program.1       This  council  is  also  required  to  conduct  public  hearings  to 
obtain  input  from  the  industry  and  other  interested  parties.     In  a  move 
toward  increasing  the  equity  of  the  New  York  program,  a  four-member  advisory 
council  composed  of  economists  was  recently  appointed  to  work  with  the  New 
York  program  to  determine  a  methodology  for  calculating  the  amount  of 
allowable  inflation  for  the  prospective  year.     Finally,  another  newly 
created  mechanism  for  input  into  the  New  York  rate- setting  process  is  the 
Health  Care  Financing  Council,  a  bipartisan  joint  executive-legislative 
council ,  with  nine  members  who  are  appointed  by  the  governor  and  both 
parties  of  the  legislature.16 


The  New  Jersey  system  has  two  primary  mechanisms  for  input  into 
the  decision-making  process:     the  Health  Care  Administration  Board  and 
advisory  committees.     The  hospital  association  is  not  formally  represented 


The  Massachusetts  program  is  required  to  consult  with  industry  representa- 
tives, HSAs,  and  commercial  insurance  representatives  prior  to  the  adoption 
of  new  regulations. 

Public  hearings  will  be  held  if  requested  by  twenty-five  persons  or  by  an 
organization  consisting  of  at  least  twenty-five  persons. 

Members  are  appointed  by  the  governor  and  include  consumers,  hospital 
representatives;  representatives  of  unions,  colleges  and  universities, 
Blue  Cross,  and  private  insurers.     Of  the  thirty-one  members  appointed  by 
the  governor,  no  more  than  fifteen  may  be  physicians  or  persons  employed 
full  time  in  hospitals  or  nursing  homes. 

Both  labor  and  industry  are  represented  on  this  council ,  which  is  charged 
with  developing  a  more  efficient  and  equitable  reimbursement  system. 
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on  this  board,  although  a  number  of  hospital  trustees  sit  on  the  board, 
which  is  responsible  for  policymaking.     Although  hospital  association 
representatives  do  attend  board  meetings,   the  role  of  the  industry  is 
purely  advisory. 1 7     As  can  be  seen  in  table  12,  the  New  Jersey  program  is 
not  required  to  conduct  public  hearings;  only  public  comment  is  required. 
Public  comment  generally  implies  the  opportunity  to  present  written  tes- 
timony;  in  a  public  hearing,  both  oral  and  written  testimony  are  taken. 

The  New  York  and  New  Jersey  systems  have  a  number  of  formal 
mechanisms  to  obtain  input  from  the  industry,  consumers,   and  labor. 
However,  interaction  and  exchanges  among  these  groups  is  far  less  exten- 
sive than  in  those  programs  that  are  administered  by  commissions  and  those 
decentralized  at  the  state  level. 

Formal  mechanisms  for  input  are  less  characteristic  of  the 
decentralized  and  privately  sponsored  programs.     In  Minnesota,  informal 
discussions  are  held  with  program  officials  and  public  hearings  are  re- 
quired prior  to  adoption  of  regulations.     As  previously  mentioned,  both  the 
Arizona  and  Minnesota  programs  are  heavily  representative  of  the  industry, 
and  both  programs  mandate  participation  but  not  compliance.  Furthermore, 
negotiation  is  a  key  element  in  the  process.     Participation  in  the  Blue 
Cross  program  is  not  mandatory,  and  Blue  Cross  traditionally  maintains  a 
cooperative  relationship  with  hospitals.     The  use  of  traditional  formal 
mechanisms  to  assure  industry  input  into  decision  making  does  not  appear 
to  be  essential  to  these  programs.     Rather,  the  voluntary  nature  of  par- 
ticipation and  compliance  appear  to  override  the  need  for  formal  input 
mechanisms. 18 

3.4.3     Participation  in  Rate  Setting 

An  analysis  of  participants  in  the  actual  setting  of  rates  in 
the  nine  study  programs  revealed  that  the  commission  approach  and  decen- 
tralized approaches  to  administering  the  rate-setting  process  provide 
broader  representation  in  setting  rates  and  formulating  program  policy. 
There  are  trade-offs,  however,  between  stringency  and  equity  regardless  of 
which  approach  is  used. 

Two  approaches  are  used  to  establish  rates  or  approve  budgets  in 
the  nine  states.     The  first  approach  views  rate  setting  as  an  administrative 
function,  to  be  carried  out  as  a  staff  activity.     Rates  may  be  established 
solely  by  staff  or  with  the  advice  of  an  advisory  group.     The  second 
approach  uses  review  boards  or  commissions  to  set  reimbursement  controls. 
This  may  be  done  with  or  without  advisory  group  input. 


The  hospital  association  is  also  asked  to  participate  on  policy  committees 
of  the  Department  of  Health. 

'Of  course,  functional  administration  of  the  Minnesota  program  by  the 
hospital  association  eliminates  the  need  for  formal  industry  representation, 
but  accentuates  the  need  for  a  balance  between  the  state  and  industry. 
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The  first  approach,  that  of  rate  setting  as  a  staff  activity,  is 
used  by  New  York,  New  Jersey,  and  Blue  Cross  of  Western  Pennsylvania.  In 
New  York,  the  Bureau  of  Hospitals  is  responsible  for  setting  hospital  rates 
and  deciding  appeals,  with  input  from  other  bureaus.     Calculation  of  the 
inflation  factors  is  done  by  the  Bureau  of  Economic  Analysis;  the  Bureau  of 
Capital  Financing  is  responsible  for  calculation  of  the  capital  component 
of  the  formula  used.     Final  rates  are  approved  by  the  commissioners  of 
health  and  insurance  as  well  as  the  state  budget  director.     Thus,  the 
process  in  New  York  is  a  highly  specialized  administrative  function. 

The  New  Jersey  system  also  views  rate  setting  as  a  staff  activity, 
but  staff  negotiate  with  hospitals  before  final  rates  are  established. 19 
Blue  Cross  of  Western  Pennsylvania  also  operates  the  rate-setting  program 
as  a  staff  function  within  its  Actuarial  and  Accounting  Division.  While 
the  process  in  Western  Pennsylvania  is  not  as  formalized  as  the  process  in 
New  Jersey,  nor  the  chronology  as  well  defined,  the  process  is  similar  in 
that  staff  work  up  preliminary  profiles.     In  contrast  to  the  New  Jersey 
process,  negotiations  with  hospitals  in  Western  Pennsylvania  are  conducted 
prior  to  the  establishment  of  interim  rates  of  reimbursement. 

Programs  administered  by  commissions  and  those  that  are  de- 
centralized view  rate  setting  more  in  terms  of  a  traditional  regulatory 
activity  that  requires  special  assurances  of  objectivity  and  due  process. 
With  the  exception  of  Massachusetts,  all  consider  some  element  of  negotiation 
to  be  an  integral  part  of  the  process. 

The  approaches  used  by  Connecticut,  Maryland,  Massachusetts, 
and  Washington  include  significant  involvement  of  program  staff  in  the 
rate-setting  process  but  incorporate  varying  degrees  of  face-to-face 
negotiation.     Connecticut  involves  the  most  extensive  negotiation,  while 
Massachusetts  includes  virtually  none.     Maryland  and  Washington  fall  in  the 
middle:     both  incorporate  some  elements  of  negotiation  in  the  rate-setting 
process.     The  staff  of  the  Connecticut  commission  is  responsible  for  a 
detailed  budget  review  for  each  hospital  and  will  negotiate  over  certain 
points.     Commissioners  are  divided  into  panels  that  review  budgets  and 
negotiate  over  final  approval  of  the  budget.     Panel  recommendations  are 
reviewed  at  meetings  of  the  full  commission  and  final  decisions  are  issued. 
This  two-tiered  review  increases  the  potential  equity  of  the  program,  as 
mistakes  or  bias  resulting  from  the  first  level  review  may  be  offset  at 
the  full  commission  hearing.     In  Maryland,  hospitals  dissatisfied  with  the 
results  of  the  administrative  review  process  may  request  a  detailed  review 
by  the  commission.     Staff  conduct  the  review  and  negotiate  with  the 
hospital  over  specific  items.     Disputes  that  are  not  resolved  between 
hospitals  and  the  commission's  staff  are  submitted  to  commissioners  for 
public  hearing.     Again,  such  an  approach  is  potentially  more  equitable  to 
the  hospital  in  that  the  hospital  may  argue  its  case  face  to  face  with 
commission  members.     Such  an  approach  may  also  be  more  effective  in  that 
the  commission  may  be  lenient  over  certain  budget  items  in  exchange  for 
promises  of  higher  productivity  or  closure  of  services.     The  Washington 


19 

Interim  rates  are  set  and  hospitals  receive  reimbursement  at  the 
interim  level.     Negotiations  are  conducted  over  the  approved  interim 
rates. 
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budget  review  process  is  similar  to  that  of  Maryland.     Commission  staff 
conduct  detailed  budget  reviews,  recommendations  are  presented  to  the 
commissioners  at  a  public  hearing,  and  the  commission  may  question  a 
hospital  over  a  particular  aspect  of  the  budget.     Compromise  solutions 
may  also  be  suggested. 

The  extent  to  which  commissions  or  boards  are  involved  in  the 
actual  setting  and/or  approving  of  rates  also  varies  with  the  approach 
taken  to  establish  rates:     a  formulary  process,  a  budget  review  process,  or 
both.     For  instance,  the  Massachusetts  program  has  two  systems:  Medicaid 
and  charge  control.     The  Medicaid  system  uses  a  formulary  approach,  while 
the  charge-control  system  combines  a  budget  review  approach  with  a  formulary 
one.20    The  actual  setting  of  rates  for  Medicaid  and  the  approving  of 
budgets  for  the  charge-control  program  are  staff  activities.     The  commis- 
sioners approve  final  recommendations  made  by  the  staff  in  a  public  hearing. 
The  commission  does  not  negotiate  over  rates  and  final  budgets  with  providers 
as  do  other  rate-setting  commissions;   instead,  the  commissioners  serve  in  a 
policymaking  role  with  regard  to  the  methodologies  to  be  used  for  establish- 
ing and/or  approving  rates.     Final  approval  of  budgets  or  rates  is  based 
upon  appropriate  application  of  the  rules  and  regulations  issued  by  the 
commission. 

The  Arizona  and  Minnesota  programs  also  approach  budget  review 
and  approval  through  the  use  of  boards  or  panels.     Although  each  of  these 
programs  is  overseen  by  state  agencies  with  rate  review  responsibilities, 
the  heart  of  the  budget  review  process  lies  with  the  health  systems  agency 
(HSA)   review  panels  in  Arizona  and  regional  review  panels  in  Minnesota. 21 
The  industry,  consumers,  and  third-party  payers  participate  as  review  panel 
members  in  each  program.     Again,  regardless  of  the  make-up  of  the  review 
panels,  the  decision  to  comply  with  final  approved  rates  is  the  prerogative 
of  the  hospital. 

3.4.4     Specificity  of  Regulations 

Regulations  are  the  means  by  which  the  objectives  of  a  program 
are  translated  into  procedures  and  rules  governing  program  operation. 
Broad  regulations  provide  little  detail  on  the  procedures  to  be  used  by  a 
program  and  often  take  the  form  of  guidelines;   they  enable  a  program  to  be 
more  flexible  in  its  interaction  with  individual  hospitals  and  allow  for 
mid-course  corrections  to  eliminate  flaws  in  earlier  operating  procedures. 
Alternatively,  regulations  that  are  highly  specific  potentially  provide  a 
stronger  legal  foundation  for  program  operation  and  limit  ambiguity  and 
arbitrariness  by  specifying  the  procedures  to  be  used  in  advance  and  in 
detail. 

The  use  of  regulations  does  not  appear  to  be  strongly  associated 
with  one  type  of  organizational  structure  versus  another.     Broad  regulations 
are  more  strongly  associated  with  programs  that  include  negotiation  in  the 
decision-making  process.     For  those  programs  that  rely  on  detailed  regula- 
tions, the  trend  has  been  toward  greater  specificity.     This  is  the  result 


That  is,  screens  are  applied  to  calculate  total  allowable  revenue. 
Rate  review  panel  members  serve  part  time  in  both  programs. 
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of  both  legal  challenges  to  the  use  of  general  guidelines  and  demands  from 
the  industry  for  .reasonable  specificity  to  reduce  uncertainty  and  ambiguity 
in  the  decision-making  process. 

Detailed  and  formulaic  regulations  are  used  by  two  commissions 
(Connecticut  and  Massachusetts)   and  by  both  centralized  programs  (New 
Jersey  and  New  York).     Connecticut  only  recently  began  using  highly  specific 
regulations.     Unfavorable  judicial  rulings  concerning  the  administrative 
procedures  used  prompted  Connecticut  to  adopt  the  more  formulaic  mode  of 
regulation.     The  original  regulations  promulgated  by  the  Connecticut  system 
provided  no  basis  for  deciding  which  budget  elements  to  examine  carefully 
or  what  specific  criteria  would  be  applied.     The  Massachusetts  program  has 
always  used  very  detailed  regulations,  as  has  the  New  York  program. 

The  New  Jersey  system  has  moved  toward  increased  specificity 
in  their  regulations  for  two  reasons.     First,  the  system  has  gradually  become 
more  formulary,  reducing  the  amount  of  negotiation  involved  in  determining 
rates.     Second,  problems  in  retaining  staff  over  the  years  have  necessitated 
reliance  on  detailed  regulations,  which  limit  the  discretion  of  individual 
analysts  and  minimize  training  requirements  for  new  staff. 

Although  detailed  and  specific  regulations  reduce  the  amount  of 
uncertainty  in  the  regulatory  process,  their  use  also  draws  strong  criticism 
from  the  industry.     Hospitals  charge  the  New  Jersey  and  Massachusetts 
systems  with  issuing  particularly  detailed  and  burdensome  regulations, 
which  lead  to  excessive  rigidity.     Thus,  there  are  trade-offs  between  equity 
and  stringency  in  the  use  of  detailed  regulations. 

Detailed  regulations  have  never  been  a  cornerstone  of  the 
Washington  and  Maryland  programs.     Similarly,  the  Arizona,  Minnesota,  and 
Western  Pennsylvania  programs  have  not  used  detailed  regulations.  Highly 
specific  regulations  would  limit  program  flexibility,  which  are  key  charac- 
teristics of  programs. 

3.4.5     Coordination  with  Complementary  Regulatory  Programs 

Coordination  of  rate-setting  decisions  with  complementary  regu- 
latory programs  promotes  the  establishment  of  common  goals  and  policies. 
The  final  question  posed  in  this  section  considers  whether  rate-setting 
decisions  are  coordinated  with  complementary  programs  such  that  common 
goals  and  policies  are  shared.     An  assessment  of  various  dimensions  of 
state  regulatory  practices  in  the  nine  study  programs  shows  that  three 
states,  New  Jersey,  New  York,  and  Washington,  have  succeeded  in  attaining 
formalized  regulatory  coordination  with  at  least  moderate  success.     In  two 
states,  Connecticut  and  Maryland,   rate  setters  have  taken  over  responsibility 
for  one  or  more  of  the  planners'   tasks.     Thus,  the  former's  turf  grows 
while  the  latter  program  is  forced  into  the  background.     Conflicts  between 
rate  setters  and  planners,  found  in  Maryland,  result  from  territorial 
battles,  in  this  case  between  two  relatively  strong  programs.     All  nine 
programs,  even  those  with  informal  or  minimal  regulatory  coordination,  were 
found  to  have  coordination  and  integration  as  an  expressed  goal.  Some 
states  appear  closer  to  actualizing  this  goal  than  others,  but  all  are 
working  toward  more  cohesive  approaches  to  health  care  regulation.  These 
findings  are  discussed  in  more  detail  below. 
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As  rate  setters  coordinate  decisions  with  complementary  regu- 
latory programs/  the  potential  equity  and  stringency  of  a  program  are 
enhanced.     Common  goals  and  policies  may  serve  to  minimize  the  arbitrari- 
ness and  ambiguity  in  the  decision-making  process  and  reduce  the  level  of 
perverse  incentives  engendered  by  a  conflict  in  program  goals. 

Unfortunately,  this  integration  is  not  always  possible.  The 
legislative  mandate  for  regulatory  programs  may  define  very  separate 
spheres  of  influence.     Providers  or  consumers  may  resist  an  integrated 
regulatory  approach.     Bureaucratic  rivalries  may  develop,  especially  if  one 
program  has  the  support  of  the  legislature  and/or  the  governor  while  the 
other  does  not.     One  agency  may  thus  become  stronger  and  dominate  the 
other.     This  regulatory  interference  and  the  political  barriers  to  coordin- 
ation may  force  planning  and  rate-setting  programs  to  work  at  cross-purposes. 

The  types  of  rate-setting  and  planning  interactions  that  have 
been  developed  in  the  nine  study  states  vary  considerably.     In  order  to 
develop  a  common  set  of  interactions,  the  nine  rate-setting  programs  were 
grouped  along  the  following  dimensions:     the  degree  of  cohesion  and  inte- 
gration exhibited,  and  the  types  of  barriers  to  coordination.     Four  tentative 
categories  appear.     These  are: 

•  formal  coordination 

•  counter  coordination 

•  informal  coordination 

•  minimal  coordination 

Two  subgroups  appear  within  the  counter-coordination  grouping,  characterized 
by  domination  and  opposition. 

In  order  to  determine  the  extent  of  regulatory  coordination  among 
these  four  groups,  the  following  dimensions  of  coordination  were  further 
examined  for  each  program: 

•  goals  and  policies, 

•  organizational  structure, 

•  legal  authority, 

•  staffing  and  funding,  and 

•  administrative  processes,  including  treatment 
of  certificate  of  need  and  planning  approval. 

These  dimensions  were  taken  in  part  from  an  assessment  by  Bauer 
and  Altman  (1975)  of  the  most  important  characteristics  of  regulatory 
linkages.     Within  each  of  these  areas,  the  authors  emphasize  the  estab- 
lishment of  formal,  mandated  linkages  between  the  certificate  of  need/ 
planning  programs  and  the  prospective  reimbursement  program.     Rules  and 
regulations  that  require  joint  efforts  as  well  as  specific  staff  positions 
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that  facilitate  coordination  are  important  measures  of  coordination. 
Organizational  structure  may  either  hinder  or  expedite  interaction. 
Review  procedures  themselves  may  demand  a  coordinated  approach.  These 
areas  and  others  must  be  evaluated  for  each  program  in  order  to  measure  the 
degree  of  regulatory  coordination. 

Based  on  an  assessment  of  these  dimensions,  the  nine  states  have 
been  grouped  within  the  four  categories  (table  13).     Such  categorization  is 
fairly  difficult,  for  the  delineations  between  the  groups  is  somewhat 
arbitrary.     Many  programs  exhibit  characteristics  of  more  than  one  class- 
ification, and  linkages  have  changed  and  continue  to  evolve  over  time. 
Nevertheless,  the  application  of  a  taxonomy  to  the  nine  states  facilitates 
a  judgment  of  the  relative  merits  of  alternative  modes  of  regulatory 
interaction. 

Formal  Coordination.     The  first  type  of  regulatory  relationship 
can  best  be  described  as  formal  coordination.     Formal  coordination  requires 
a  routine,  well-defined,  and  officially  sanctioned  relationship  between 
rate-setting  and  other  regulatory  efforts.     Organizational  restructuring, 
to  bring  the  rate-setting  and  planning  programs  under  one  state  agency, 
must  usually  take  place  in  order  to  facilitate  this  type  of  coordination. 
Linkages  are  then  established  formally.     Financial  consequences  (increased 
hospital  cost)  of  planning  decisions  are  not  routinely  passed  through  rate 
reviews,  nor  are  rate  exemptions  granted  without  consultation  of  the 
planning  staff.     Political  support  is  generally  strong  for  both  cost 
containment  and  health  care  planning. 

The  New  York  and  New  Jersey  programs,  administered  by  a  central- 
ized approach,  are  two  of  the  programs  where  formal  coordination  between  rate 
setting  and  planning  is  most  visible.     By  placing  both  the  certificate  of 
need  and  the  rate-setting  agencies  within  the  same  division  in  the  state 
departments  of  health,  legislators  have  expanded  the  potential  for  a 
cooperative  regulatory  organization.     In  both  states,  rate  setters  are 
mandated  to  conduct  financial  feasibility  studies  for  all  certificate  of  need 
applications.     An  organizational  structure  (such  as  New  York's  or  New  Jersey's) 
that  centralizes  in  one  division  all  the  major  planning  and  regulatory 
programs  involving  health  facilities  is  quite  unique.    While  there  may  not  be 
as  much  coordination  among  them  as  had  been  envisioned  (since  formal  linkages 
are  still  being  worked  out),   this  particular  structure  has  greatly  facilitated 
the  planning/rate -setting  interaction.     Intradivisional  meetings  take  the 
place  of  interagency  negotiations,  and  jurisdictional  battles  and  bureaucratic 
rivalries  tend  to  be  far  less  of  an  obstacle  to  the  regulatory  process. 

Formal  coordination  is  also  present  in  the  Washington  program. 
The  Washington  State  Rate  Setting  Commmission,  an  independent  agency,  does 
not  have  the  close  organizational  ties  to  planning  that  exist  in  New  York 
and  New  Jersey.     Nevertheless,  the  commission  does  perform  financial 
feasibility  studies  on  all  certificate  of  need  applications  and  submits 
these  analyses,  along  with  recommendations,  to  the  State  Health  Planning 
and  Development  Agency  (SHPDA).     Certificate  of  need  approvals  are  not 
routinely  passed  through  by  the  commission.     Time  and  resource  con- 
straints, however,  have  prevented  the  health  systems  agencies  (HSAs)  from 
becoming  actively  involved  in  rate  review.     The  adoption  of  a  state  health 
plan  should  formalize  planning  linkages  to  a  greater  extent. 
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Counter- coordination .     Within  this  category  fall  two  subgroups. 
Counter-coordination  can  be  typified  by  a  relationship  that  is  either  one 
of  opposition  or  one  of  domination .     In  either  case,  the  rate  setters  have 
tremendous  authority  in  the  planning  process,  but  the  reverse  is  not 
necessarily  true.     Staff  are  not  shared,  nor  are  certificate  of  need 
approvals  automatically  passed  through.     The  agencies  involved  may  be 
organizationally  separated.     The  biggest  difference  between  the  two  sub- 
groups is  their  relative  political  support.     Where  opposition  prevails  in 
the  nine  states,  strong  support  for  both  cost  containment  and  health 
planning  is  in  evidence,  and  the  two  programs  may  work  at  cross-purposes  to 
one  another.     Formal  mandates  define  program  responsibilities,  but  some 
ambiguity  remains,  leaving  one  or  both  programs  trying  to  expand  its  area 
of  responsibility.     Bureaucratic  rivalries  develop  and  opportunities  for 
joint  strategies  in  the  pursuit  of  common  goals  go  unrealized.  Where 
domination  exists  in  the  nine  states,  cost  containment  has  by  far  the 
stronger  mandate  of  the  state's  health  regulatory  programs,  and  rate 
setters  have  usurped  many  of  the  functions  originally  granted  to  the 
planners. 

Unlike  many  states  where  the  SHPDA  has  the  authority  to  approve 
CN  applications,  the  Connecticut  Commission  on  Hospitals  and  Health  Care 
has  this  authority.     The  commission  may  tie  up  certificate  of  need  applica- 
tions indefinitely  by  using  approvals  as  leverage  during  discussions  of 
rate  setting.     Moreover,  the  state  planning  group  has  emphasized  problems 
of  mental  health  and  drug  abuse  in  the  state  while  de-emphasizing  cost 
containment.     Therefore,  in  Connecticut,  there  has  been  little  common 
ground  on  which  the  planners  and  rate  setters  can  meet.     This  circumstance 
has  fostered  less  than  ideal  coordination  between  the  two  groups . 

Since  the  inception  of  the  rate-setting  program  in  Maryland  in 
1974,  there  has  been  direct  conflict  between  the  rate  setters  and  the  SHPDA 
regarding  the  respective  authorities  of  the  two  programs.     The  Maryland 
Health  Services  Cost  Review  Commission  (HSCP.C)  has  responsibility  for 
assessing  construction-related  costs,  financing,  future  fiscal  impacts,  and 
the  consequence  of  major  capital  expenditure  levies  (when  tax-exempt 
bonding  is  sought) .     HSCRC  has  been  given  the  power  through  the  bonding 
authority  and  the  courts  to  withhold  comfort  orders,22  which  is  tantamount 
to  blocking  a  certificate  of  need  application.     Costs  associated  with 
approved  projects  are  not  routinely  passed  through  the  budget  review 
process.     Once  a  certificate  of  need  has  been  granted,  HSCRC  will  treat  the 
planning  application  as  a  binding  document  for  the  determination  of  reim- 
bursement rates;  however,  hospitals  are  held  to  the  amount  originally 
listed  in  the  certificate  of  need  application.     At  present,  efforts  are 
under  way  to  improve  relations  between  the  two  programs,  thereby  improving 
the  potential  for  closer  coordination  of  decision  making.     Both  agencies 
have  been  unhappy  with  hospital  expansion  in  Prince  Georges  County  and  have 
begun  to  work  jointly  on  this  issue. 


Comfort  orders  are  essentially  licenses  assuring  that  certificate  of  need 
appl icants  will  have  sufficient  financial  reimbursement  to  pay  for  long-term 
debt. 
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The  relationship  between  the  Maryland  commissioners  and  the  local 
HSAs  has  been  minimal  to  date.     HSCRC  has  been  interested  in  providing 
input  to  HSA  project  reviews,  but  there  has  been  relatively  little  inter- 
action.    The  HSAs  feel  that  HSCRC  has  been  erratic  in  its  decisions  to 
provide  advice  in  certificate  of  need  reviews.     Currently,  more  serious 
efforts  are  under  way  to  improve  communications  between  the  two  groups. 

Informal  Coordination.     More  often  than  not,  programs  start 
out  with  very  informal  relationships;  unlike  the  counter-coordination 
scenarios,  responsibilities,  political  support,  and  coordination  of 
decision  making  have  yet  to  be  clearly  established  or  tested.     Data  and 
information  may  be  shared,  but  there  is  no  direct  involvement  of  rate 
setters  in  the  planning  process,  and  vice  versa.     Staff  resources  are 
not  shared,  and  the  organization  of  the  two  programs  does  not  formally 
require  coordinated  efforts.     Costs  of  an  approved  certificate  of  need 
project  are  treated  as  pass-throughs .     Any  relationships  that  do  evolve 
are  without  legislative  mandate.     Over  time,  these  relationships  may  be 
strengthened;  however,  there  is  still  a  great  deal  of  leeway  given  to 
rate-setting  and  planning  analysts  as  to  how  they  should  coordinate  their 
respective  activities. 

The  majority  of  linkages  that  have  developed  between  rate  setters 
and  planners  in  the  study  states  have  been  informal  in  nature.     This  is  the 
case  with  the  determination  of  need  (DON)23  program  in  Massachusetts. 
The  interaction  between  the  DON  office  and  the  rate-setting  commission  is 
fairly  unstructured,  even  though  both  are  part  of  the  same  umbrella  agency. 
Rate  setters  perform  ad  hoc  financial  analyses  of  the  impact  of  proposed 
DON  projects  on  third-party  payments  and  review  proposed  financing  mechanisms 
for  certain  projects  that  require  more  sophisticated  analysis.     Costs  of 
DON-approved  projects  are  treated  as  pass-throughs .24     The  commission  has 
recently  subcontracted  with  the  Office  of  State  Health  Planning  to  develop 
formal  health  planning  and  rate-setting  linkages,  but  these  are  as  yet 
incomplete . 

The  HSAs  in  Arizona  have  major  regulatory  and  planning  respon- 
sibilities that  in  other  states  may  be  assigned  to  state-level  agencies. 
This  decentralized  approach  to  rate  review  allows  the  HSAs  as  well  as  the 
Arizona  Department  of  Health  Services  to  share  responsibility  for  the  rate 
review  program.     The  HSA  recommendations  are  made  by  consumer  and  provider 
participants  in  the  rate  review  process  rather  than  by  staff  analysts. 
Although  these  comments  are  channeled  through  the  Bureau  of  Health  Economics 
in  the  Department  of  Health  Services,  they  are  examined  separately  from 
state  agency  recommendations. 

Despite  their  organizational  proximity,  rate  reviewers  and 
planners  in  the  HSAs  have  very  little  formal  interaction;  much  of  their 
association  never  goes  beyond  the  sharing  of  information  or  data  by 
the  two  programs.     Neither  certificate  of  need  nor  planning  staff  at  the 


This  is  equivalent  to  the  certificate  of  need  program. 

There  are  those  who  would  argue  that  agreement  to  treat  DON  costs  as 
pass-throughs  reflects  coordination  in  decision  making. 
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state  or  local  level  formally  participate  in  the  review  of  proposed  rate 
increases/  and  few  mandatory  linkages  exist.     Thus,  the  advantages  of 
physical  and  organizational  proximity  are  partially  offset  by  the  lack  of 
routine  interactions  and  the  constraints  imposed  by  heavy  workloads. 

Minimal  Coordination.     As  informal  as  these  relationships  are, 
there  is  still  more  information  passed  informally  between  programs  in 
states  such  as  Massachusetts  and  Arizona  than  in  those  with  minimal  coordi- 
nation.    In  minimal  interaction  states,  neither  the  goal  of  cost  containment 
nor  that  of  improved  access  has  the  political  support  necessary  to  give 
these  programs  a  common  purpose.     No  formal  or  even  informal  linkages 
exist,  nor  are  analyses  shared  by  staffs  in  the  two  programs.     Some  informa- 
tion may  be  passed  between  the  groups,  but  strategies  concerning  joint 
decision  making  have  not  been  developed.     A  very  important  barrier  to 
regulatory  coordination  for  the  two  prospective  reimbursement  programs  with 
minimal  coordination  (Minnesota  and  Western  Pennsylvania),  however,  is  the 
fact  that  both  programs  are  functionally  administered  by  nongovernment 
organizations . 

There  is  no  active  relationship  between  the  Minnesota  Hospital 
Association  (MHA),  which  administers  the  Minnesota  rate  review  program, 
and  the  certificate  of  need,  or  SHPDA,  agency.     MHA  occasionally  provides 
planning  agencies  with  cost  data  for  assessing  the  reasonableness  of  a 
certificate  of  need  expansion  request;  the  development  of  statewide  and 
areawide  health  plans  is  also  dependent  on  MHA  information.     Overbedding  is 
a  serious  problem  in  Minnesota,  and  analysts  recognize  a  need  to  incorporate 
incentives  to  reduce  excess  capacity  into  the  guidelines  for  rate  review. 
As  the  two  groups  come  to  work  together  on  this  problem,  the  relationship 
between  the  rate  setters  and  the  planners  should  be  strengthened. 

In  Western  Pennsylvania,  there  is  virtually  no  interaction 
between  rate  setting  and  other  regulatory  programs.     Pennsylvania  has  yet 
to  adopt  a  certificate  of  need  program,  but  it  does  perform  1122  reviews. 
Blue  Cross  of  Western  Pennsylvania  (BCWP)   supports  the  concept  of  planning 
and  encourages  its  staff  to  become  involved  with  the  planning  agencies. 
Blue  Cross  will  review  and  comment  on  draft  health  plans  as  well  as  parti- 
cipate in  individual  project  reviews.     However,  BCWP  does  not  explicitly 
involve  itself  with  appropriateness  of  service  reviews.     It  sees  its 
organization  as  a  payer  complying  with,  rather  than  making,  planning 
decisions . 


3.5  Organizational  Strengths  and  Limitations 

Four  generic  organizational  approaches  tb  hospital  rate  setting 
have  been  described  thus  far:     the  commission,  centralized  administration 
by  a  designated  state  agency,  decentralized  agency  delegation,  and  strictly 
private,  voluntary  efforts.     As  discussed  in  Chapter  1,  rate  setting  in 
the  health  care  industry  is  still  in  a  developmental  stage;  thus,  it  is 
difficult  to  document  any  strong  trend  toward  one  approach.     This  is  most 
likely  because  locus  of  authority  and  organizational  structure,  in  and  of 
themselves,  do  not  assure  stringency  and  equity  in  a  rate-setting  program. 
Rather,  each  approach  has  associated  advantages  and  disadvantages.  Analysis 
of  each  of  the  organizational  approaches  to  rate  setting  suggests  that  more 
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pertinent  to  stringency  and  equity  are  the  scope  of  authority  vested  in  the 

rate-setting  body,  the  nature  of  representation  in  the  decision-making 

process,  the  extent  of  due  process,  and  the  process  of  setting  rates,  all 

of  which  can  vary  within  locus. 

Although  a  single  generic  approach  to  the  organization  and 
administration  of  prospective  reimbursement  has  not  emerged,  some  general- 
izations may  be  made  with  regard  to  the  strengths  and  limitations  of  the 
various  approaches.     The  relative  merit  of  the  traditional  regulatory 
commission  in  particular  is  an  important  issue  to  address,  as  it  histori- 
cally has  been  endorsed  by  both  the  American  Hospital  Association  and  the 
Health  Insurance  Association  of  America.     Each  approach  is  considered 
below. 

Commissions  do  have  a  number  of  potential  advantages  over  other 
organizational  arrangements.     The  frequently  claimed  advantages  include 
the  following:     independent  commissions  are  relatively  insulated  from 
political  forces  and  potential  conflicts  of  interest;  independent  commis- 
sions have  the  support  of  the  state  hospital  association,  as  well  as 
Blue  Cross  and  commercial  insurers;  the  independent  commission  model  is 
more  conducive  to  obtaining  regulatory  authority  over  all  payers  (Blue 
Cross,  Medicaid,  Medicare);  the  independent  commission  model  promotes  a 
more  open  environment  for  hospital  rate  setting;  and  independent  commissions 
are  more  accountable,  for  they  are  bound  by  external  advisory  bodies  and  due 
process  requirements. 

Evidence  from  the  nine  programs  suggests,  however,  that  not  all 
commissions  share  these  advantages  equally.     Consider  the  experiences  of 
Maryland  and  Washington  versus  those  of  Connecticut  and  Massachusetts.  The 
problems  that  the  latter  two  programs  have  had  are  associated  more  with 
conditions  surrounding  adoption  in  the  case  of  Massachusetts  and  continued 
challenges  from  the  hospital  association  in  Connecticut.     Concern  over  the 
Medicaid  budget  prompted  the  adoption  of  prospective  reimbursement  in 
Massachusetts,  and  this  concern  has  continued  to  dominate  the  Medicaid 
prospective  reimbursement  system  as  well  as  the  prospective  system  for 
commercial  insurers  and  self-pay  patients.     As  a  result,  both  programs 
have  suffered  from  challenges  by  the  industry.     At  the  other  extreme, 
Maryland  and  Washington  have  enjoyed  a  relatively  stable  environment, 
include  negotiation  in  the  rate-setting  process,  and  continue  to  receive 
support  from  the  hospital  associations. 

What  emerges  from  an  analysis  of  the  programs  using  the  commission 
approach  is  that  there  are  varying  degrees  of  independence  associated  with 
the  commission  model;  the  use  of  a  commission  does  not  necessarily  ensure 
an  independent  forum  in  which  to  regulate  hospitals.     Rather,  the  location 
of  the  commission  within  the  state  government,  the  criteria  used  to  select 
commissioners,  and  the  nature  of  external  oversight  each  enhances  or  limits 
the  autonomy  of  the  program. 

Other  organizational  modes  of  prospective  reimbursement  also 
have  potentially  important  advantages.     The  centralized  approach,  for 
example,  offers  greater  potential  control  over  Medicaid  rates  and  hence  the 
state  Medicaid  budget.     A  centralized  approach,  such  as  that  used  by  New 
Jersey  and  New  York,  also  increases  the  likelihood  of  regulatory  coordination. 
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Problems  generally  associated  with  centralized  state  approaches  such  as 
undue  attention  to  Medicaid  budget  limitations,  rigid  civil  service 
requirements,  and  potential  for  conflict  of  interest  are  not  inherent 
characteristics  of  the  centralized  approach..    Such  problems  have  been  found 
to  varying  degrees  in  each  of  the  approaches,  although  the  potential  for 
conflict  of  interest  in  the  area  of  Medicaid  budget  limitations  is  certainly 
more  enhanced  in  the  centralized  programs. 

The  decentralized  approach,  used  by  Arizona  and  Minnesota,  and 
the  private  approach  of  Blue  Cross  have  limitations  often  found  in  other 
programs.     In  fact,  the  decentralized  and  private  approach  may  be  most 
suitable  for  the  introduction  of  prospective  reimbursement  in  a  state. 
This  is  particularly  true  in  cases  where  the  state  must  rely  on  the  hospital 
association  or  Blue  Cross  for  data  and  methodological  assistance  in  initial 
rate-setting  activities.     Of  course,  such  an  approach  does  not  prohibit  the 
state  from  adopting  other  modes  of  administration  at  a  later  date. 24 
Furthermore,  for  the  initial  adoption  of  rate-setting  programs,  the  de- 
centralized model  potentially  provides  for  greater  sensitivity  to  local 
concerns. 

In  summary,  organizational  structure  by  itself  guarantees  rela- 
tively little  in  terms  of  program  equity  and  stringency.     Scope  of  authority, 
administrative  procedures,  the  attitudes  of  interested  groups,  and  other 
factors  are  at  least  equally  strong  determinants  of  success.     As  will  be 
seen  in  the  following  section,  analytic  procedures  used  to  review  budgets 
and  set  reimbursement  limits  are  also  important  determinants  of  the  effec- 
tiveness and  equity  of  a  prospective  reimbursement  program. 


24 

This  approach  was  used  by  New  Jersey  and  appears  to  be  the  intention  of 
the  enabling  legislation  in  Minnesota. 
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Chapter  4:     OPERATIONAL  CHARACTERISTICS  OF  PROSPECTIVE 
REIMBURSEMENT  PROGRAMS 


This  chapter  analyzes  the  operational  characteristics  of 
prospective  reimbursement  programs — the  methods  and  procedures  used  to 
review  hospital  budgets,  identify  excessive  costs,  determine  reasonable 
increases  in  spending,  establish  prospective  limits  on  reimbursement, 
elicit  compliance,  and  adjudicate  appeals.     Two  themes  will  be  repeated 
from  the  previous  section:     significant  differences  among  programs  and 
changes  in  program  characteristics  over  time.     The  primary  objective  of 
this  chapter,  however,  is  to  identify  the  relationship  between  program 
methodology  and  potential  effectiveness  and  equity. 

4.1  Introduction 

All  of  the  programs  included  in  this  study  use  the  same  funda- 
mental methodology.     Data  provided  by  hospitals  are  examined  to  determine 
a  reasonable,  efficient  level  of  cost  for  the  upcoming  year.  Prospective 
revenue  limits  or  prospective  payment  rates  are  then  calculated  to  reim- 
burse hospitals  at  a  level  sufficient  to  cover  these  reasonable  and 
efficient  costs.     Should  the  hospital  incur  higher  costs  as  a  result  of 
inefficiencies  in  the  production  of  services,  prospective  limits  on  revenue 
or  payment  rates  will  cause  the  hospital  to  incur  a  financial  loss.  It 
is  important  to  recognize  that  each  of  these  prospective  reimbursement 
programs  affect  hospital  costs  only  indirectly,  by  creating  financial 
disincentives  for  excessive  spending. 

The  operational  procedures  used  in  each  program  can  be  decom- 
posed into  discrete  and  sequential  steps.     Most  programs  begin  by  analyzing 
hospital  expenses  in  a  base  year  (that  is,  one  or  more  years  prior  to  the 
year  for  which  budgets  are  to  be  approved  or  payment  rates  are  to  be  set). 
The  sequence  of  activities  is  as  follows. 

•  Nonallowable  types  of  expenses  (those  not  related 
to  patient  care)  are  identified  and  excluded  from 
base-year  expenses. 

•  The  revised  budget  is  screened  to  identify  exces- 
sive spending,  usually  by  comparing  expenditures  for 
a  group  of  similar  hospitals  and  challenging  or 
disallowing  costs  that  are  at  the  high  end  of  the 
distribution  for  the  group. 

•  After  exclusions  and  screens,  base-year  costs  are 
adjusted  for  expected  inflation  in  the  cost  of  labor 
and  supplies  from  the  base  year  to  the  prospective 
year. 

•  In  most  programs,  budget  adjustments  due  to  ex- 
clusions, screens,  and  inflation  projections  are 
subject  to  negotiations  with  hospitals. 
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•  Findings  are  ultimately  stated  in  terms  of  a  limit  on 
total  patient  revenue,  limits  on  departmental  revenue 
per  unit  of  service,  or  a  prospective  payment  rate. 

During  or  following  the  rate  year,  a  determination  is  usually  made  of  the 
degree  to  which  each  hospital  has  complied  with  the  rulings  or  recommenda- 
tions of  the  agency.     Where  compliance  is  mandatory,  adjustments  are  made 
to  recover  any  excess  revenue  the  hospital  may  have  generated.  Other 
adjustments  may  be  made  to  account  for  unanticipated  changes  in  the  volume 
of  services  provided  by  the  hospital  or  to  reflect  successful  appeals  by 
hospitals  of  the  initial  agency  rulings. 

Although  general  procedures  are  quite  similar  across  programs, 
there  are  significant  variations  in  specific  details,  such  as  definitions 
of  allowable  cost,  methods  used  to  group  hospitals  for  cost  comparisons, 
analytic  criteria  applied  in  comparing  costs,  details  of  cost  analysis, 
data  used  to  calculate  inflation  adjustments,  and  the  extent  of  negotiations 
and  mechanisms  used  to  elicit  compliance  and  to  recover  excess  revenue. 
These  differences  have  major  implications  for  the  relative  effectiveness  of 
the  nine  programs,  for  they  determine  the  extent  to  which  budgets  are  cut 
during  the  review  process,  the  extent  to  which  cuts  are  restored  during 
negotiation,  and  the  degree  to  which  hospitals  are  actually  forced  to  abide 
by  agency  findings.     These  differences  also  affect  the  equity  of  the 
programs  by  determining  the  legitimacy  of  disallowances,  the  appropriate- 
ness of  interhospital  cost  comparisons,  and  the  fairness  of  the  appeals 
mechanism.     The  comparative  analysis  of  program  characteristics  presented 
in  this  chapter  focuses  primarily  on  these  issues  of  relative  effectiveness 
and  equity. 

The  methods  and  procedures  used  to  review  hospital  budgets  and 
set  reimbursement  limits  are  described  and  compared  in  section  4.2.  Among 
the  items  analyzed  are  definitions  of  allowable  cost,  methods  for  group- 
ing hospitals  for  interhospital  cost  comparisons,  screening  procedures  and 
criteria,  methods  used  to  account  for  product-mix  differences,  treatment  of 
cost-to-charge  ratios  and  cross-subsidization  among  payers,  methods  used  to 
calculate  inflation  adjustments,  and  the  extent  of  negotiation  with  hospital 
All  of  these  items  pertain  to  tasks  that  agencies  perform  as  part  of  the 
process  of  establishing  reimbursement  limits. 

Once  reimbursement  limits  have  been  determined,  an  additional  set 
of  tasks  must  be  performed.     Described  in  section  4.3,  these  tasks  include 
enforcement  mechanisms,  ex  post  facto  adjustments  for  unanticipated  changes 
in  the  volume  of  hospital  services,  and  adjudication  of  appeals.  The 
discussion  of  enforcement  mechanisms  differentiates  between  procedures  used 
to  recover  excess  revenue  and  procedures  used  to  offset  incentives  for 
hospitals  to  increase  spending  in  one  year  in  order  to  build  a  higher  cost 
base  for  future  years . 

A  comparison  across  the  nine  study  states  of  agency  staffing  and 
administrative  costs  is  presented  in  section  4.4.     Staffing  patterns  are 
examined  to  determine  whether  certain  types  of  skills  or  staffing  levels 
are  required  by  particular  types  of  programs  (for  example,  formula  versus 
budget  review) .     Administrative  costs  are  also  compared  to  determine  whether 
high  or  low  administrative  costs  are  related  to  particular  program  types. 
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As  the  programs  have  evolved  over  time,  certain  changes  in 
review  methodology  have  been  incorporated  to  reflect  changes  in  agency 
objectives,  to  eliminate  unintended  and  often  perverse  incentives  of 
earlier  methodologies,  and  to  make  improvements  in  methods  of  cost  analysis 
and  rate  determination.     These  changes  are  examined  (see  section  4.5)  to 
determine  whether  particular  patterns  toward  increased  effectiveness  and 
equity  have  emerged. 

4.2  Review  Methodology 

4.2.1  Allowable  Costs 

The  term  "allowable  costs"  denotes  the  categories  of  expend- 
itures that  are  eligible  for  reimbursement  as  patient-related  expenses. 
Most  of  the  operating  expenses  of  hospitals  are  considered  allowable,  so  it 
is  convenient  to  compare  differences  in  definitions  of  allowable  costs. 
Types  of  expenses  that  are  generally  considered  to  be  nonallowable  include 
expenses  related  to  the  operation  of  gift  and  flower  shops,  office  space 
rented  to  private  physicians,  and  payments  of  principal  on  mortgages  and 
other  debts.     In  addition  to  these  items  are  several  others  that  have  been 
the  subject  of  debate  as  to  the  legitimacy  of  their  association  with 
patient  care  (Berman  and  Weeks,   1976,  pp.  64-73). 

It  is  the  treatment  of  these  debated  items — depreciation  expense, 
education,  research,  bad  debt,  and  free  care — on  which  prospective  reimburse- 
ment programs  differ.     Some  prospective  reimbursement  programs  are  stricter 
than  others  in  defining  allowable  cost.     Other  things  being  equal,  programs 
that  use  narrower  definitions  of  allowable  costs  will  impose  tighter 
revenue  controls  on  hospitals  than  do  other  programs. 

Among  the  nine  study  states,  there  are  several  significant 
differences  in  the  definitions  of  allowable  costs.     These  differences  are 
discussed  below  for  three  categories:     operating  costs,  working  capital 
requirements,  and  depreciation  expenses.     The  role  that  prospective  reim- 
bursement programs  play  in  review  and  approval  of  certificate  of  need 
applications  also  has  a  bearing  on  allowable  cost. 

4.2.2  Operating  Costs 

The  nine  programs  generally  follow  Medicare  guidelines  in  their 
definitions  of  allowable  operating  costs.1     Some  types  of  operating  costs, 
however,  are  treated  differently  by  the  nine  programs,  including  the  costs 
of  education,  research,  bad  debt,  and  free  care.     Education  expense  (net  of 
tuition  and  supporting  grants)   is  allowable  in  all  nine  states;  however,  in 
New  York,   10  percent  of  intern  and  resident  salaries  are  disallowed. 
Research  expense  is  also  allowable  in  all  states. 


Medicare  guidelines  are  quite  detailed  and  generally  similar  to  guide- 
lines used  by  Blue  Cross.     They  exclude  types  of  expense  that  are  not 
believed  to  be  related  to  care  for  Medicare  patients.       Examples  of 
exclusions  are  debt  principal ,  bad  debt  of  non-Medicare  and  non-Medicaid 
patients,  free  services,  allowances  and  discounts  to  Blue  Cross  and  other 
payers,  and  a  "plus  factor"  for  growth  (Berman  and  Weeks,   1976,  p.  72). 
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Some  systems  are  less  generous  than  others  in  their  treatment 
of  bad  debt  and  free  care.     In  New  York  and  Massachusetts,  bad  debt  and 
charity  are  not  considered  allowable  expenses  for  Medicaid  reimbursement. 
Blue  Cross  and  Medicaid  in  New  Jersey  will  pay  only  their  portion  of  emer- 
gency room  bad  debt,  and  only  if  the  patient  is  admitted  to  the  hospital  as 
an  inpatient  following  emergency  room  treatment.     Blue  Cross  in  New  York  will 
pay  its  portion  of  outpatient  bad  debt  (net  of  any  hospital  surplus).  Finally, 
Minnesota  will  allow  50  percent  of  the  hospital's  liability  for  free  care 
incurred  under  the  Hill-Burton  Act.2     Other  than  the  above  exclusions, 
all  other  states  consider  bad  debt  and  charity  as  allowable  expenses. 

These  departures  from  standard  definitions  of  allowable  operating 
costs  are  likely  to  result  in  only  modest  savings  across  all  hospitals  in  a 
program,  for  the  expenses  involved  do  not  constitute  a  high  percentage  of 
total  hospital  cost.     Exclusion  of  research,  teaching,  bad  debt,  and  free 
care,  however,  are  likely  to  be  significant  considerations  for  certain 
classes  of  hospitals  (e.g.,  large  teaching  hospitals  and  inner-city  hos- 
pitals).    These  exclusions  are  therefore  likely  to  be  more  closely  related 
to  equity  than  to  effectiveness  (stringency)  of  reimbursement  controls. 

4.2.3     Working  Capital  Requirements 

Working  capital  is  generally  defined  as  the  value  of  current 
assets  of  the  hospital .     Net  working  capital ,  referred  to  here  as  working 
capital  requirements,  is  the  difference  between  current  assets  and  current 
liabilities.     Net  working  capital  is  needed  to  cover  short-term  peaks  in 
accounts  payable.     When  a  hospital's  reserve  of  net  working  capital  is 
significantly  reduced  in  one  year  (perhaps  as  a  result  of  unusually  high 
bad  debts  or  an  increase  in  the  age  of  accounts  receivable) ,  the  hospital 
must  budget  additional  revenues  to  rebuild  its  reserves.     Some  prospective 
reimbursement  programs  limit  the  degree  to  which  rebuilding  of  working 
capital  requirements  can  be  charged  to  patients. 

As  with  certain  of  the  operating  expenses,  the  Medicaid  programs 
in  New  York,  Massachusetts,  and  New  Jersey  do  not  consider  additions  to  net 
working  capital  as  an  allowable  expense.     Blue  Cross  of  Western  Pennsylvania 
also  does  not  consider  working  capital  needs,  but  pays  on  an  interim  basis 
in  lieu  of  these  needs.     Five  states  allow  reimbursement  for  additions  to 
working  capital,  subject  to  certain  limitations.3     As  with  nonoperating 


Hospitals  that  have  accepted  Hill-Burton  funds  for  construction  accrue 
commitments  for  providing  charitable  care  and  community  services  for  a 
specified  term.     The  specific  liabilities  vary  according  to  the  year  in 
which  funds  were  granted. 

Connecticut  allows  the  expense  to  the  extent  that  bad  debt  and  working 
capital  together  are  less  than  or  equal  to  14  percent  of  gross  revenue. 
The  Massachusetts  charge-control  system  allows  reimbursement  for  increases 
in  working  capital,  but  limits  the  percentage  increase  to  the  percentage 
increase  of  budget  year  cost  over  intermediate  year  budgeted  cost.  Maryland 
allows  2  percent  of  gross  revenue  as  working  capital,  but  hospitals  must 
give  a  1  percent  discount  to  prompt  payers.     The  Minnesota  program  allows 
increases  in  working  capital  equal  to  the  projected  difference  between 
accounts  receivable  and  payable.     The  Washington  program  also  (continued) 
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costs,  the  formulary  prospective  reimbursement  systems  in  New  York  and  New 
Jersey,  plus  the  rate-setting  program  for  Medicaid  in  Massachusetts,  appear 
to  be  the  most  constraining  when  the  treatment  of  working  capital  require- 
ments is  measured. 

4.2.4    Depreciation  Expense 

Methods  for  reimbursement  of  capital  costs  to  regulated  industries 

have  been  a  source  of  controversy  for  many  years.     In  1944,  in  a  landmark 
4 

decision    of  the  U.S.  Supreme  Court,  states  were  granted  the  right  to  use 
reasonable  methods  for  determining  allowable  capital  reimbursement.  By 
removing  the  judicial  barrier  to  the  use  of  historical  cost  as  a  basis  for 
estimating  depreciation  expense,  the  Court  allowed  states  to  toughen  their 
regulation  of  public  utilities.     It  can  be  shown  that  calculation  of  depre- 
ciation expense  on  the  basis  of  the  historial  cost  of  an  asset  is  equitable 
in  periods  of  low  to  moderate  inflation.     But,  because  inflation  rates  have 
been  very  high  in  recent  years,  depreciation  policies  of  various  state 
regulatory  agencies  have  been  changing,  and  methods  of  funding  depreciation 
have  likewise  begun  to  change  (Garfield  and  Lovejoy,  1974,  p.  97). 

As  in  other  regulated  industries,  the  use  of  historical  cost 
depreciation  has  come  under  scrutiny  in  the  hospital  industry  ( Cain  and 
Gilbert,  1978;  Cleverly,  1979a;  Maryland  Health  Services  Cost  Review 
Commission,  1977).     Cleverly  (1979a)  has  argued  that,  in  periods  of  high 
inflation,  the  requirement  that  hospitals  calculate  depreciation  expense 
on  the  basis  of  the  historical  cost  of  buildings  and  equipment  will  force 
hospitals  to  increase  their  debt  financing  in  order  to  maintain  their 
capital  assets.     In  addition,  hospitals  will  try  to  extend  the  life  of 
their  financing  in  order  to  maximize  the  difference  between  depreciation 
on  the  assets  financed  and  debt  principal  payments  in  the  early  years. 
Finally,  hospitals  may  also  try  to  structure  the  debt  principal  retirement 
schedule  such  that  a  greater  portion  of  the  debt  is  repaid  in  later  years . 
These  actions  maximize  the  difference  between  debt  principal  and  deprecia- 
tion, allowing  increases  in  investment  income.     Cleverly  has  argued  that 
these  actions  increase  creditor  risk  and  interest  rates:     higher  interest 
rates,  multiplied  by  a  larger  portion  of  debt  and  assessed  over  a  longer 
life,  raise  exponentially  the  cost  of  debt  financing;  the  ultimate  con- 
sequence will  be  a  significant  increase  in  hospital  costs. 

Several  of  the  nine  programs—Connecticut ,  Massachusetts  Medicaid, 
New  Jersey,  New  York,  and  Washington — require  hospitals  to  calculate  depre- 
ciation expense  on  a  historical  cost,  straight-line  basis.     Some  states, 
however,  have  changed  to  price-level  depreciation, ^  and  some  now  offer  a 


(continued)  allows  reimbursement  for  working  capital,  generally  equiva- 
lent to  14  days  of  receivables. 

The  Hope  Natural  Gas  Company  Case. 

The  price-level  method  uses  the  estimated  current  replacement  cost  of 
the  asset,  rather  than  its  original  purchase  price,  as  a  basis  for  de- 
termining depreciation  expense.     Hospitals  are  allowed  some  fraction  of 
replacement  cost  each  year  (the  fraction  is  smaller  the  longer  the  ex- 
pected useful  life  of  the  asset)   as  the  current  depreciation  expense. 
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choice  in  the  method  of  capital  reimbursement.     In  Massachusets ,  Maryland, 
and  Minnesota,  programs  now  offer  price-level  depreciation.     In  addition, 
programs  in  Connecticut,  Maryland,  and  Western  Pennsylvania  offer  a  choice 
in  capital  reimbursement  methods  to  hospitals. 

To  discourage  unnecessary  expansion  of  services,  allowance  of 
price-level  depreciation  must  be  accompanied  by  strong  planning  controls. 
Maryland  and,  to  a  much  lesser  degree,  Minnesota  have  incorporated  this 
consideration  into  their  systems.     In  Maryland,  hospitals  may  take  the 
higher  of  an  allowance  towards  a  20  percent  down  payment  on  a  commis- 
sion-approved replacement  facility  or  the  hospital's  cash  requirements  for 
principal,  interest,  rentals/leases,  repairs,  and  replacement.  Minnesota's 
regulations  state  that  price-level  depreciation  should  be  linked  to  the 
need  for  the  facility;  in  1980,  capital  reimbursement  will  be  linked  to 
excess  capacity  through  an  examination  of  occupancy  rates. 

4.2.5     Role  in  Certificate  of  Need  Approvals 

Depreciation  expense  is  a  significant  component  of  hospital  cost 
and  is  affected  by  new  hospital  construction  and  the  purchase  of  expensive 
equipment.     After  construction  is  completed  or  new  equipment  purchased, 
prospective  reimbursement  programs  often  have  little  choice  but  to  approve 
payment  of  depreciation  expense.     To  exert  meaningful  control  over  capital 
costs,  programs  must  be  able  to  control  decisions  involving  construction  or 
the  purchase  of  new  capital.     To  have  such  authority,  programs  must  be  able 
to  influence  the  review  and  approval  of  hospitals'   certificate  of  need 
appl ic  a tions . 

The  mechanisms  for  coordination  between  certificate  of  need 
approval  and  rate  setting  differ  among  the  nine  states.     In  Chapter  3,  the 
types  of  relationships  that  exist  between  planners  and  rate  setters  were 
discussed  in  detail.     The  relationships  fall  into  three  categories. 

•  Opposition/Domination  -  due  to  differences  in  rela- 
tive political  support  or  to  differences  in  authority 
granted  by  statute,  prospective  reimbursement  programs 
in  some  states  either  dominate  the  planning  process  or 
have  the  power  to  impede  specific  planning  decisions 
by  denying  reimbursement  for  costs  associated  with 
approved  certificate  of  need  applications. 

•  Formal  Coordination  -  in  some  states,  rate-setting 
agencies  have  an  important,  clearly  defined  role  in 
planning  decisions,  usually  by  virtue  of  conducting 
economic  feasibility  studies  for  CN  applications; 

•  Informal  or  Minimal  Coordination  -  in  the  remain- 
ing states,  rate-setting  agencies  have  little  or  no 
influence  on  planning  decisions  and  consider  the 
costs  associated  with  approved  capital  expenditure 
projects  as  automatic  pass-throughs  when  reviewing 
hospital  budgets. 
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The  authority  of  rate  setters  to  control  capital  costs  by  control- 
ling actual  investment  decisions  depends  on  their  role  in  the  CN  process. 
In  those  states  in  which  regulatory  interactions  are  characterized  by 
domination/ opposition ,  prospective  reimbursement  programs  have  the  greatest 
potential  to  control  capital  costs  by  blocking  CN  approval  (Maryland  and 
Connecticut).^    Those  programs  (i.e.,  New  Jersey,  New  York,  and  Washington) 
with  formal  linkages  to  the  CN  process  have  the  opportunity  to  modify 
CN-approved  amounts  and  thus  affect  the  level  of  capital  expenditures. 
Those  states  (i.e.,  Massachusetts  and  Washington)  with  informal  linkages  in 
the  form  of  ad  hoc  analyses  and  information  exchange  have  less  potential 
influence  over  new  capital  expenditures.     Where  interactions  are  minimal 
(i.e.,  Minnesota  and  Western  Pennsylvania),  prospective  reimbursement 
programs  are  likely  to  have  little  effect  on  capital  expenditures  and  will 
be  forced  to  approve  depreciation  reimbursement  for  all  approved  projects. 

4.2.6    The  Mechanics  of  Budget  Review  and  Rate  Setting 

Determination  of  allowable  costs  is  only  the  first  step  in  the 
process  of  reviewing  hospital  budgets  and  setting  revenue  controls.  Once 
disallowable  categories  of  expense  have  been  removed  from  the  reimbursement 
base,  programs  screen  remaining  items  to  identify  excessive  spending  in  the 
base  year  and/or  excessive  planned  spending  in  the  rate  year.     The  criteria 
most  frequently  used  to  identify  excesses  are  based  on  interhospital  compar- 
isons.    Hospitals  are  separated  in  groups  that  are  relatively  homogeneous 
with  regard  to  factors  that  are  thought  to  influence  the  cost  of  hospital 
care — teaching  status,  bed  size,  severity  of  case  mix,  and  others.     For  the 
hospitals  within  each  peer  group,  the  distribution  of  each  cost  element 
(e.g.,  salaries  per  patient  day,  laboratory  expense  per  test)   is  examined. 
If  a  particular  hospital's  cost  is  at  the  high  end  of  the  distribution  for 
its  group,  some  portion  of  the  cost  in  the  expense  category  is  challenged 
or  automatically  disallowed.     Once  individual  cost  elements  have  been 
screened,  they  are  combined  to  form  a  new,  adjusted  total  for  the  hospital. 
An  allowance  is  made  for  inflation  from  the  base  to  the  rate  year,  and  a 
prospectively  set  rate  year  budget  or  payment  rate  is  established.     In  some 
programs,  decisions  made  during  the  screening  process,  some  aspects  of  the 
inflation  adjustment,  and  the  volume  of  service  projections  upon  which  the 
prospective  budget  or  rate  is  based  are  subject  to  negotiation  with  hospitals. 

Ultimately,  each  program  presents  its  findings  in  the  form  of  a 
limit  on  total  revenue,  a  limit  on  average  revenue  per  unit  of  service  for 
individual  departments,  or  a  payment  rate.     The  degree  to  which  these 
findings  tighten  the  budget  constraint  under  which  the  hospital  operates, 
and  the  degree  to  which  they  are  equitable  to  hospitals  and  third-party 
payers,  depends  upon  the  operational  characteristics  of  the  review  process — 
the  mechanisms  used  to  group  hospitals  for  screening  purposes,  the  stringency 
of  the  criteria  used  to  evaluate  individual  cost  elements,  the  procedures 
used  to  calculate  an  inflation  adjustment,  the  adjustments  made  for  product 


Connecticut  statutes  vest  responsibilities  for  both  prospective  reimburse- 
ment and  certificate  of  need  in  the  same  agency.     Connecticut  has  been 
classified  in  the  opposition/ dominition  group  not  because  of  conflict  in 
program  objectives  but  because  the  classification  reflects  the  practice  of 
subjugating  "conventional"  CN  service  delivery  objectives  to  the  broader 
cost  containment  objectives  of  the  prospective  budget  review  program. 
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(case-mix)  differences,  the  treatment  of  cost-to-charge  ratios  and  cross- 
subsidization  among  payers,  and  the  extent  of  negotiation  with  hospitals. 
Each  of  these  aspects  of  program  operations  is  discussed  below. 

4.2.7     Selection  of  Peer  Groups 

Since  many  prospective  reimbursement  programs  rely  heavily  on 
interhospital  comparisons  to  identify  excessive  costs,  the  appropriateness 
of  the  mechanisms  used  to  classify  hospitals  into  peer  groups  is  important. 
If  fundamentally  different  hospitals  are  included  in  the  same  group,  inter- 
hospital comparisons  will  be  inequitable,  because  hospitals  whose  costs  are 
high  for  valid  reasons  (e.g.,  complex  case  mix)  will  appear  to  be  inefficient. 
If  peer  groups  are  defined  too  narrowly,  so  that  group  sizes  are  small  and 
similar  hospitals  are  placed  in  different  groups,  interhospital  comparisons 
will  be  inefficient  because  some  high-cost  outliers  will  be  missed  and  some 
efficient  hospitals  will  appear  to  be  outliers.     In  addition  to  undermining 
equity  and  efficiency,  inappropriate  grouping  mechanisms  may  lead  to 
frequent  rate  appeals  and  legal  challenges  by  hospitals. 

With  the  exception  of  the  charge-control  system  in  Massachusetts,^ 
all  programs  use  peer  groupings  and  interhospital  comparisons  as  part  of 
their  budget  review  and/or  rate-setting  procedures  (see  table  14).  With 
the  exception  of  Connecticut  and  the  Medicaid  system  in  Massachusetts,  most 
states  use  several  variables  in  the  grouping  mechanism.     These  variables 
reflect  hospital  characteristics  such  as  profit/nonprofit  status,  size, 
teaching  status,  location,  service  mix,  physician  mix,  and  patient  mix .8 
Variables  used  to  reflect  area  characteristics  include  income,  physicians 
per  capita,  beds  per  capita,  and  age  and  sex  of  the  population.  Currently, 
five  programs- -Mar yl and ,  Minnesota,  New  Jersey,  Washington,  and  Western 
Pennsylvania — use  both  hospital  characteristics  and  area  characteristics  in 

the  grouping  mechanism.     Arizona  and  New  York  use  only  hospital  character- 

.  9 
istxcs  as  grouping  variables. 

Connecticut  and  New  Jersey  provide  a  good  example  of  the  varia- 
bility in  grouping  mechanisms  across  programs.     The  two  states  use  similar 
screening  criteria  ( discussed  below) ,  in  that  costs  are  first  screened  at 
the  aggregate  level  for  reasonableness.     If  the  aggregate  test  is  failed, 
costs  are  scrutinized  at  the  departmental  level .     The  program  in  Connecticut 
compares  costs  within  groups  that  are  defined  by  a  simple  criterion,  total 
hospital  expense.     Not  only  has  no  effort  been  made  to  incorporate  case 
mix,  teaching  status,  and  other  cost  determinants  into  the  grouping  mechanism, 
but  the  variable  that  is  used  to  define  homogeneous  groups  is  the  one  var- 
iable on  which  heterogeneity  is  being  analyzed.     In  contrast,  New  Jersey 
has  used  numerous  variables  to  define  groups  for  interhospital  comparisons 


The  Massachusetts  charge-control  system  will  incorporate  grouping  into 
its  system  in  1980. 

Patient  mix  is  measured  by  calculating  the  composition  of  output  by  payer 
group  (e.g.,  percent  Medicare  and  Medicaid  patient  days).     Physician  mix 
is  defined  as  the  composition  of  medical  staff  by  specialization. 

t 

New  York  and  New  Jersey  adjust  wages  for  geographical  variations  in  labor 
markets  before  interhospital  comparisons  are  made. 


90 


1 1 


0)  .— 


a.  a.  7-. 


0)  <u 


E  E 


2  E  — 
c   c   a)  -2 


£   a  a 


-=  »  P.  -5 


CD    "O     O.  "D     Q_  . 


e 


o   c   o  X)  c 


£  £  "2  3  S  S  E 
S  5  S  5  £  g- 42 

2  S  o  o  a  .c  ° 


OOOCOCTOOS5 


O  O  o 
oj  o>  o 
o)  a)  c 


>  -g  ^  c  -6 


r  J3  i  J3 

.2>   E  " 


£  E  H  "  E  E 


o  c  ^  °  ^  r 


ccao-ccQ-Q-Q. 


U  w 

S  E 


o  "O   a>        o  _c  — :  — u  ■ 


E  c  d  ci. 


E  >- 


5  < 


-  E 

c  to 

■o  B 


-J 
&  i 

£  c 
ii 


5  5 


E  |  r 

tlSl 

I    i    ,t  B 

'  I  o  a. 

■  a  S  5 


5  5 


t  S  o 
5  o  E 


|  8 


S  -o  S 
E  5  B 


2  E 

c  <o 

1 1 


ill 

*.  v  -o 


c  r 
o.  E 


c  > 
2  5  5 

=  11 


llti 

D    (5  O 

can. 


s  c 

E  6 

i  I 


?  E 

|  i 


S  I 


■°  I-  E 

S  -  e 

>-    O  3 


J3  *-  O  c  0)  — 
4)    O    C    o   "D  X 


C    C     0J    0]  <u 


t)  — 

E  I  -  - 


o  ^  !5  S 


e  a 


1  n=  u  £ 
=.  o  2  u 
3   w   o  o 


o  o  o  o  o> 


Ji  5 

E  E 


E  g 


□    D    3    3  o 

c  c  c  c  a 


u  jj   u  ~d   o>        co  .c  ._;  .-i 


S  1 


♦2  j:  c 

C  O  A3 

—  (0  .Q 

=  s  § 


E  5 


I  s  s  •&  I  -a 
l.  a  o  s  g,| 


E  S 


E  S 


.?  a 


3   0)    3  £ 


S  a  a  o 


■=  -a 
y  — 


'5*  c 
E  I 


o  oo 


91 


and,   further,  has  defined  different  groupings  for  comparisons  of  different 
cost  elements.     For  a  given  hospital,   laboratory  costs  will  be  compared  for 
one  peer  group,   emergency  room  costs  for  another  peer  group,   and  anesthes- 
iology costs  for  all  hospitals  in  the  state. 

4.2.8     Screening  Mechanisms 

The  procedures  used  to  analyze  hospital  budgets  and  the  criteria 
used  to  identify  excessive  costs  are  the  most  important  features  of  the 
budget  review/rate-setting  process.     If  screening  procedures  and  evaluative 
criteria  are  too  lenient,  a  small  portion  of  hospital  costs  will  be  challenged, 
and  the  ultimate  reimbursement  limits  will  not  affect  hospital  behavior  to 
a  significant  degree.     If  screening  mechanisms  are  too  stringent,  efficient 
hospitals  will  be  penalized  inappropriately,  and  inefficient  hospitals  will 
be  faced  with  deficits  so  severe  that  their  financial  viability  may  be 
threatened.     The  screening  mechanisms  used  by  the  nine  prospective  reimburse- 
ment programs  are  evaluated  below  in  terms  of  their  implications  for  program 
effectiveness  and  equity. 

Differences  in  review  procedures  and  evaluative  criteria  across 
the  nine  programs  are  quite  significant.     The  most  important  differences 
can  be  classified  on  the  basis  of  five  categories. 

Level  of  Detail.     Some  programs  analyze  only  aggregate 
data  for  each  hospital — total  expenses,  total  wages  and 
salaries,  total  patient  days.     Other  programs  analyze 
each  line  item  in  the  hospital  budget  separately  or 
scrutinize  costs  for  each  department. 

Explicit  Quantitative  Criteria.     A  few  programs  allow 
analysts  discretion  to  evaluate  budgets  subjectively; 
criteria  are  stated  in  terms  of  "reasonableness"  and 
"consistency  with  previous  performance  of  the  hospital." 
Most  programs  use  explicit  quantitative  criteria;  ex- 
penses in  excess  of  the  70th  percentile  for  a  hospital's 
peer  group,  for  example,  may  be  challenged  or  automati- 
cally disallowed. 

Stringency  of  Criteria.     Among  those  programs  utilizing 
explicit  quantitative  criteria,  there  are  important 
differences  in  the  stringency  of  the  criteria  used. 
One  program  will  disallow  all  expenses  above  the  peer 
group  mean;  another  may  challenge  only  50  percent  of  the 
excess  above  110  percent  of  the  group  median. 

Utilization  Controls.     Most  programs  establish  prospec- 
tive reimbursement  limits  on  the  basis  of  a  projected 
level  of  hospital  output.     A  few  programs  set  limits  in 
ways  that  penalize  hospitals  for  low  occupancy  rates 
and/or  high  average-  lengths  of  stay. 
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Review  by  Exception.     Some  programs  offer  hospitals  the 
optipn  of  accepting  a  limit  on  the  percentage  increase 
in  revenues  in  lieu  of  submitting  budgets  for  detailed 
review  of  individual  cost  elements. 

Table  15  summarizes  the  types  of  screens  currently  used  by  each  of  the  nine 
programs.     More  detailed  descriptions  are  presented  in  the  nine  case  study 
reports  that  complement  this  volume  ( Abt  Associates,  1979). 

The  level  of  detail  at  which  hospital  budgets  are  analyzed  is 
likely  to  affect  not  only  the  portion  of  expenses  that  are  challenged  or 
disallowed  but  also  administrative  decisions  with  regard  to  resource 
allocation  and  departmental  operations.     Programs  in  Connecticut,  Maryland, 
New  Jersey,  Western  Pennsylvania,  and  Washington  analyze  costs  separately 
for  individual  departments.     The  Medicaid  program  in  Massachusetts  and  the 
program  in  New  York  analyze  costs  for  major  groups  of  departments—ancillary , 
routine,  and  outpatient.     In  Minnesota,  screens  are  applied  separately  to 
each  of  fifteen  functional  cost  categories  (e.g.,  salaries,  utilities, 
interest  expense) .     Only  the  charge-control  program  in  Massachusetts  and 
the  program  in  Arizona  limit  review  to  aggregate  costs.     The  five  programs 
that  perform  departmental  analysis  are  more  likely  than  other  programs  to 
identify  departments  that  are  inefficiently  operated.     Analyses  at  the 
department  level  are  therefore  more  likely  than  other  approaches  to  pinpoint 
specific  inefficiencies  and  cause  hospital  administrators  to  target  improve- 
ment activities  to  specific  hospital  operations. 

The  programs  in  Arizona  and  Minnesota  have  not  developed  ex- 
plicit quantitative  criteria  for  identifying  excessive  costs.  Instead, 
these  programs  rely  heavily  on  the  subjective  judgments  of  analysts  and 
review  boards  to  identify  specific  items  of  excess  costs  in  hospital 
budgets.     This  approach  has  three  important  drawbacks  as  compared  with  the 
procedures  used  in  other  states.     First,  analysts  must  begin  the  review 
process  without  the  aid  of  mechanically  generated  lists  of  questionable 
items  in  hospital  proposals  and  must  face  negotiations  without  any  empir- 
ically based  evidence  that  particular  elements  of  a  hospital's  proposal  are 
unreasonable.     The  absence  of  explicit  quantitative  criteria  thus  makes  the 
job  of  analysts  (and  review  boards)  very  difficult.     Second,  the  use  of 
subjective  evaluation  criteria  denies  hospitals  the  opportunity  to  know  in 
advance  what  specific  criteria  their  performance  is  expected  to  meet.' 
Third,  to  be  applied  effectively,  subjective  criteria  require  that  program 
analysts  and  review  boards  be  very  familiar  with  diverse  areas  of  hospital 
operations  and  finance.     To  the  extent  that  turnover  among  analysts  and 
members  of  review  boards  is  high,  and  to  the  extent  that  low  salary  scales 
limit  the  ability  of  programs  to  hire  trained  and  experienced  staffs, 
subjective  review  criteria  will  be  applied  with  only  limited  effectiveness. 

For  the  seven  programs  that  use  explicit  quantitative  criteria 
in  rate  setting,  the  stringency  of  criteria  varies  significantly.     New  York 
applies  the  most  stringent  criteria:     any  expense  above  the  hospital's  peer 


Since  administrators  are  not  informed  of  the  characteristics  of  the 
statistical  cost  model  used  in  Western  Pennsylvania  and  do  not  know  in 
advance  the  cost  values  it  predicts  for  their  hospitals,  this  criticism 
is  also  valid  for  the  Blue  Cross  program. 
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group  average  is  automaticaly  disallowed.     In  Connecticut,  expenses  above 
110  percent  of. the  group  median  are  subject  to  disallowance.     In  New  Jersey, 
all  departmental  costs  above  100  to  150  percent11  of  the  group  median  are 
subject  to  negotiation.     In  Western  Pennsylvania,  costs  above  115  percent  of 
the  group  mean  are  automatically  disallowed. 1 2     Maryland,  Washington,  and 
the  Medicaid  program  in  Massachusetts  (routine  costs  only)   define  thresholds 
in  terms  of  percentiles:     Maryland  uses  the  80th  percentile,  Washington  the 
70th  percentile,  and  Massachusetts  the  80th  percentile  plus  10  percent  of 
the  group  median.     Since  thresholds  are  defined  in  terms  of  means,  medians, 
and  percentiles  in  different  programs,  comparisons  of  the  relative  stringency 
of  criteria  are  difficult  to  make.     The  problem  is  further  complicated  by 
the  fact  that  screens  are  applied  to  different  components  of  hospital 
budgets  in  different  states;  a  stringent  criterion  applied  to  total  cost  is 
likely  to  screen  out  a  smaller  portion  of  hospital  cost  than  a  somewhat 
more  lenient  criterion  applied  to  expenses  for  each  department. 

Ml  hospitals  base  reimbursement  limits  on  a  projection  of 
hospital  output  for  the  forthcoming  year.     Since  hospitals  may  try  to 
obtain  more  lenient  revenue  limits  by  overestimating  projected  output  for 
the  next  year,  all  programs  evaluate  the  reasonableness  of  the  output 
estimates  that  accompany  budget  proposals.     The  program  in  New  York  and  the 
Medicaid  program  in  Massachusetts  extend  this  evaluation  to  the  incorpora- 
tion of  utilization  controls.     In  both  programs,  the  estimates  of  patient 
days  used  in  the  formulas  for  prospective  per  diem  payment  rates  are 
artificially  inflated,  where  necessary,  to  reflect  minimum  occupancy  rates. 
Hospitals  with  unacceptably  low  occupancy  rates  are  thus  penalized  with 
rate  reductions.     The  program  in  New  York  also  reduces  payment  rates  if  a 
hospital's  average  length  of  stay  exceeds  the  average  for  its  peer  group  by 
more  than  one-half  of  a  day. 

Occupancy  and  length-of-stay  penalties  expand  the  scope  of  the 
screening  process  by  including  an  analysis  of  the  excess  costs  produced  by 
inefficient  utilization  patterns.     Unless  they  are  applied  with  adequate 
sensitivity  to  the  special  circumstances  of  individual  hospitals,  the 
utilization  controls  that  are  built  into  prospective  reimbursement  systems 
may  be  inequitable.     For  example,  an  earlier  evaluation  of  prospective 
reimbursement  in  Upstate  New  York  (Abt  Associates,  1976)   found  that  occupancy 
penalties  were  incurred  with  a  relatively  high  frequency  by  small  rural  hos- 
pitals.    Length-of-stay  penalties  should  be  incurred  most  frequently  by 
hospitals  with  above  average  complexity  of  case  mix.     The  method  currently 
used  to  determine  both  occupancy  and  length-of-stay  penalties  is  based  on 
peer  group  comparisons. 


In  New  Jersey,  each  hospital's  peer  group  is  different  for  different 
departments.     For  those  departments  for  which  statewide  peer  groupings  are 
used,  the  screening  criterion  is  generally  lenient  (at  or  near  150  percent 
of  the  group  median).     When  peer  groups  are  smaller,  a  more  stringent 
criterion  is  generally  applied  (at  or  near  110  percent). 

The  115  percent  criterion  applies  only  to  the  twenty-three  hospitals 
participating  in  the  prospective  reimbusement  program.     For  the  remaining 
seventy-six  hospitals  having  contracts  with  Blue  Cross  of  Western 
Pennsylvania,  Blue  Cross  reimbursement  is  limited  by  a  more  stringent 
criterion,  110  percent  of  the  group  mean. 
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Many  of  the  systems  use  review  by  exception  as  part  of  their 
screening  methodology.     Screens  are  applied  first  on  an  aggregate  basis 
(i.e.,  on  the  total  projected  budget  or  on  major  groups  of  departments). 
Budgets  that  pass  these  initial  screens  are  considered  approved;  budgets 
that  do  not  pass  are  subjected  to  further  screens  at  a  more  disaggregated 
level  (e.g.,  at  the  department  level).     Currently  Connecticut,  Maryland, 
New  Jersey,  and  Washington  employ  a  review-by-exception  approach,  with 
department- specific  screens  representing  the  final  level  of  analysis. 

A  program  that  always  screens  hospital  costs  at  the  department 
level  is  likely  to  disallow  a  larger  percentage  of  hospital  costs  than  a 
program  that  applies  disaggreaated  screens  only  if  a  global  reasonableness 
test  has  been  failed.     Some  hospitals  whose  costs  at  the  aggregate  level 
are  average  for  their  peer  group  are  likely  to  contain  some  high-cost 
departments  and  some  low-cost  departments.     If  departmental  costs  in  these 
hospitals  were  screened,  programs  would  identify  and  cut  some  of  the  costs 
in  high-cost  departments  but  leave  the  low-cost  departments  alone.     If  a 
global  reasonableness  test  is  first  applied,  such  hospitals  will  avoid 
detailed  scrutiny  at  the  department  level.     Thus,  the  global  reasonableness 
test  imposes  less  stringent  reimbursement  controls  than  does  universal 
screening  at  a  disaggregate  level .     Several  programs  have  adopted  global 
reasonable  tests  (review  by  exception)   to  avoid  the  high  cost  of  universal 
detailed  reviews;  they  believe  that  the  cost  savings  that  result  from 
universal  detailed  reviews  are  small  and  are  outweighed  by  the  additional 
administrative  cost  of  universal  detailed  budget  reviews. 

4.2.9     Incorporation  of  Product  Differences 

Differences  across  hospitals  in  the  complexity  of  case  mix  are 
known  to  be  related  to  differences  in  average  cost  and  in  average  length 
of  stay.     For  this  reason,  several  programs  have  moved  toward  direct 
inclusion  of  case-mix  differences  into  their  budget  review  and  rate-setting 
methodologies.     The  approaches  taken  have  varied  among  the  programs,  but 
can  be  generally  classified  into  four  generic  approaches:     the  inclusion  of 
case  mix  in  certain  statistical  techniques  used  for  screening;  the  use  of 
case  mix  in  grouping  for  interhospital  comparisons;  the  use  of  a  case-mix- 
adjusted  payment  rate;  and  adjustments  to  various  items  reviewed,  based  on 
case-mix  differences.     Each  approach  is  discussed  in  turn. 

Massachusetts,  in  its  developmental  work  (scheduled  to  be 
incorporated  into  the  system  in  1980),  is  testing  the  feasibility  of 
incorporating  case  mix  directly  into  cost  regressions  for  screening  purposes. 
Case-mix  variables  will  be  entered  directly  into  departmental-specific  cost 
functions  to  control  for  product  differences,  and  high-cost  hospital  out- 
liers will  be  subjected  to  further  budget  review.     Massachusetts  is  also 
testing  the  feasibility  of  incorporating  case  mix  directly  into  the  grouping 
mechanism. 

Current  developmental  work  in  Washington  is  concerned  with  the 
correlation  between  actual  case  mix  of  the  hospital  and  the  variables 
currently  used  in  the  grouping  process.     To  the  extent  that  these  variables 
are  imperfect  correlates  of  case  mix,  actual  case-mix  variables  will  be 
incorporated  into  the  grouping  mechanism. 
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Two  states  are  currently  developing  rates  that  will  reflect 
case-mix  differences.     New  Jersey  is  developing  a  system  that  will  set 
prospective  payment  rates  per  discharge  for  diagnosis-related  groups 
(DRGs) .     These  groups  of  diagnostic  categories  have  been  chosen  to  be 
both  medically  meaningful  and  similar  in  terms  of  hospital  resource  use. 
Maryland  is  also  approving  prospective  payment  rates  per  discharge,  for 
about  one-third  of  the  state's  hospitals,  under  the  Guaranteed  Inpatient 
Revenue  (GIR)  System.     Both  of  these  programs  have  an  important  beneficial 
feature;     when  hospitals  receive  approved  rates  per  case,  they  have  a 
strong  incentive  to  reduce  the  intensity  of  service  by  cutting  back  on 
unnecessary  ancillary  tests  and  eliminating  unnecessarily  long  stays. 

Two  states  have  revised  their  methodology  or  appeals  procedure 
to  reflect  case-mix  differences  and  increase  program  equity.     In  New 
Jersey,  the  number  of  admissions  is  used  as  the  denominator  in  comparing 
the  departmental  cost  per  unit  of  output  of  many  of  the  cost  centers. 
Hospitals  with  particularly  complex  case  mixes  would  appear  inefficient  if 
comparisons  were  based  on  unadjusted  admissions;  the  New  Jersey  program 
therefore  adjusts  admissions  with  an  index  that  reflects  the  hospital's 
case  mix  relative  to  the  state  average.     New  York  has  incorporated  case-mix 
considerations  into  its  appeals  process.     If  a  hospital  has  been  penalized 
for  excessive  length  of  stay,  it  may  appeal  the  penalty  on  the  basis  of  its 
group's  case-mix  complexity;  the  hospital's  case  mix  will  be  compared  to 
others  in  its  group,  and  penalties  will  be  reduced  to  the  extent  that  the 
hospital's  case  mix  is  more  complex  than  the  group  average. 

4.2.10     Payer  Cross-Subsidization 

An  important  determinant  of  the  equity  of  a  program  is  the  degree 
to  which  its  methodology  encourages  or  discourages  cross-subsidization 
among  payers.     To  the  extent  that  prospective  reimbursement  programs  cover 
only  certain  payers,  hospitals  may  respond  by  shifting  the  burden  of  the 
prospective  reimbursement  constraint  to  nonparticipating  payers.  In 
addition,  if  charges  for  certain  services  are  set  above  (or  below)  actual 
costs  for  those  services,  then  charge-paying  payers  may  subsidize  cost-based 
payers  (or  vice  versa).     Finally,  to  the  extent  that  rates  are  set  equally 
across  payers  while  differential  costs  across  payers  are  incurred,  payer 
cross-subsidization  may  also  result.     These  three  types  of  payer  inequity 
are  discussed  below. 

A  major  limitation  of  most  prospective  reimbursement  programs 
is  that  they  have  authority  to  review  budgets  and/or  set  rates  for  only 
some  payers.     If  specific  systems  calculate  payment  rates  for  only  certain 
payers  (and  this  is  the  only  amount  controlled) ,  then  hospitals  may  respond 
by  charging  noncovered  patients  higher  amounts,  thus  subsidizing  covered 
patients  through  noncovered  patient  revenues.     This  may  have  occurred  in 
New  York  when  only  Blue  Cross  and  Medicaid  patients  were  covered.  With 
the  introduction  of  the  charge-control  bill  in  1978,  which  limits  allowable 
increases  to  charge-paying  patients,  the  problem  is  somewhat  alleviated. 
Nevertheless,  inequities  between  the  covered  and  noncovered  patients  may 
have  been  built  into  the  original  rates,  so  that  payer  inequity  may  still 
persist. 
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New  Jersey  also  sets  per  diem  rates  for  only  two  payers:  Medicaid 
and  Blue  Cross.     Thus,  the  hospital  is  not  constrained  in  what  it  can  bill 
charge-paying  patients.     As  in  New  York,  the  potential  for  cross-subsidiza- 
tion is  strong.     With  the  future  inclusion  of  all  payers  in  the  New  Jersey 
system,  the  potential  for  cross-subsidization  should  be  substantially 
reduced . 

Similar  problems  exist  in  Massachusetts  and  Western  Pennsylvania. 
The  Medicaid  system  in  Massachusetts  sets  per  diem  rates  for  Medicaid, 
while  the  charge-control  system  approves  total  revenue  for  the  hospital . 
Since  the  Medicaid  system  is  more  stringent  in  its  definitions  of  allowable 
costs,  screening  mechanisms,  and  automatic  disallowances,  charge-paying 
patients  in  this  system  are  likely  to  subsidize  Medicaid  patients.  Western 
Pennsylvania  sets  per  diem  rates  for  Blue  Cross,  Medicare,  and  Medicaid. 
Thus,  Western  Pennsylvania's  system  also  contains  a  potential  for  encour- 
aging cross-subsidization.     The  extent  of  cross-subsidization  in  Western 
Pennsylvania  is  likely  to  be  small,  however,  for  covered  payers  represent  a 
high  proportion  of  patient  days . 

The  problem  of  cross-subsidization  is  not  likely  to  be  severe  in 
other  programs.     Three  of  the  remaining  states,  Arizona,  Connecticut,  and 
Minnesota,  also  cover  less  than  100  percent  of  payers.     All  three  of  these 
states,  however,  control  total  hospital  revenue,  and  none  sets  payment 
rates  for  covered  payers.     Since  noncovered  payers  in  all  three  states  pay 
on  the  basis  of  cost,  hospitals  do  not  have  the  ability  to  raise  charges  to 
noncovered  payers  in  order  to  compensate  for  tight  revenue  controls  for 
covered  payers.     In  Maryland  and  Washington,  all  payers  are  included  in  the 
prospective  reimbursement  program,  so  cross-subsidization  should  not  be  as 
much  of  a  problem  there. 

Departmental  cost-to-charge  alignment  helps  to  assure  that 
different  payers  pay  their  fair  share  of  the  hospital  cost  burden  and  that 
hospitals  cannot  strategically  manipulate  charges  to  maximize  reimbursement. 
First,  by  aligning  charges  with  actual  costs  at  the  departmental  level, 
those  payers  who  reimburse  charges  will  not  subsidize  one  another.  Second, 
to  the  extent  that  certain  departmental  services  are  used  more  often  by 
some  payers'  patients,  aligning  costs  and  charges  in  all  departments  will 
assure  that  one  payer  does  not  subsidize  another  payer  by  virtue  of  dif- 
ferences in  utilization  patterns.     Two  states,  Maryland  and  Washington,  seek 
to  have  departmental  costs  and  charges  aligned;  however,  year-end  compliance 
of  cost-to-charge  alignment  is  not  currently  enforced  in  either  state. 

The  third  type  of  payer  inequity  that  should  be  considered  is 
that  which  occurs  when  rates  are  set  equally  (or  nearly  so)   across  covered 
patients,  while  actual  costs  of  treating  different  payers'  patients  are  not 
equal .     If  patients  covered  by  one  third-party  payer  require  more  services 
on  average  than  other  patients,  equal  payment  rates  will  not  reflect  ser- 
vice and  cost  differentials  and  will  result  in  cross-subsidization.  Also, 
if  a  certain  payer  is  particularly  delinquent  in  making  timely  payment, 
then  the  hospital  may  face  a  cash-flow  problem.     Similarly,  if  a  particular 
payer  requires  more  paperwork  (admitting  forms,  cost  reports,  etc.)  relative 
to  other  payers,  then  a  differential  cost  is  incurred  by  the  hospital  in 
treating  that  payer's  patients.     In  all  of  these  instances,  equal  payment 
rates  will  be  inequitable. 
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Three  programs,  Maryland,  Minnesota,  and  Washington,  have 
taken  or  are  currently  taking  some  steps  to  make  payment  rates  reflect 
cost  differentials.     In  Maryland,  a  6  percent  discount  is  given  to  Blue 
Cross,  Medicare,  and  Medicaid  patients  (4  percent  for  reducing  bad  debt 
and  charity  and  2  percent  for  prompt  payment) .     The  Maryland  commission 
is  also  conducting  a  study  to  determine  what  price  differentials  are 
justified  by  the  business,  payment,  and  subscription  practices  of  the 
various  payer  groups.     Although  Minnesota  does  not  incorporate  explicit 
rate  differentials,  new  guidelines  for  the  program  require  that  payer 
cross-subsidization  should  be  eliminated  through  cost- justified  discounts 
for  payer  admitting  requirements,  payer  accounting  and  audit  requirements, 
payer  billing  procedures,  cash  flow,  and  bad  debt. 

Washington  has  perhaps  gone  the  furthest  in  its  attempts  to 
eliminate  cross-subsidization.     First,  mandatory  compliance  is  imposed 
on  a  95  percent  aggregate  cost-to-charge  ratio.     Second,  this  target  is 
stressed  at  the  departmental  level  during  budget  review  and  negotiation. 
Finally,  Washington  adjusts  each  participating  payer's  rates  for  cost- 
justified  discounts  due  to  billing,  nursing,  special  reporting,  medical 
review,  credit  and  collection,  and  cash  flow. 

In  summary,  several  of  the  programs  have  moved  toward  the 
elimination  of  cross-subsidization  in  their  systems.     Over  time,  states 
have  moved  toward  the  inclusion  of  more  payers  in  the  system  and  the 
recognition  of  differential  costs  to  various  payers  in  prospective  payment 
rates. 

4.2.11     Extent  of  Negotiations 

The  negotiation  process  used  in  the  nine  states  varies  consid- 
erably in  terms  of  how  often  the  hospital  may  interact  with  the  rate-setting 
authority,  who  the  hospital  negotiates  with  at  various  points  in  the  process, 
and  how  stringent  the  authority  is  in  the  final  negotiation  stage.     Table  15 
above  indicates  the  issues  that  are  subject  to  negotiation  in  the  various 
programs . 

In  Arizona,  informal  negotiation  may  occur  at  several  points  in 
the  review  process.     When  an  application  for  a  proposed  rate  increase  is 
filed,  the  health  systems  agency  (HSA)  and  the  Bureau  of  Health  Economics 
(BHE)   staff  must  jointly  determine  the  completeness  of  the  application. 
Staff,  usually  from  the  HSA,  may  request  additional  information  or  clarifi- 
cation of  certain  items,  and  the  ensuing  discussion  with  the  hospital  may 
serve  to  point  out  problem  areas  in  the  application.     The  public  hearing  in 
Arizona  may  raise  additional  questions  that  panel  members  and  persons  from 
the  community  have  about  the  proposed  rate  increase.     Hospital  administra- 
tors make  a  presentation  at  the  hearing  to  explain  their  request.     If  a 
hospital  administration  is  dissatisfied  with  the  panel's  recommendation, 
it  may  approach  the  HSA  board  at  the  next  meeting  to  raise  questions  about 
the  panel's  findings.     If  providers  are  then  dissatisfied  with  an  HSA  recom- 
mendation, they  can  approach  BHE  staff  to  discuss  the  disagreements.     If  the 
director  of  the  Department  of  Health  Services  issues  a  recommendation  on  the 
proposed  rate  increase  that  calls  for  a  reduction  in  the  amount  requested 
by  the  hospital,  BHE  and  HSA  staff  meet  with  the  hospital  staff  to  try  to 
persuade  them  that  the  agency  findings  are  equitable  and  should  be  adopted. 
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The  willingness  of  hospitals  to  participate  in  these  various  stages  of 
negotiations  is  an  important  factor  in  securing  voluntary  compliance. 

Extensive  negotiations  are  an  important  element  of  the  prospec- 
tive reimbursement  system  in  Connecticut  as  well.     When  hospitals  fail  the 
overall  reasonableness  test,  it  is  customary  for  commission  staff  to  share 
findings  with  the  hospital  and  encourage  them  to  make  adjustments.  This 
practice,  to  the  extent  that  adjustments  are  made,  serves  to  mitigate  the 
need  for  more  extensive  review  and  modifications  by  commission  staff  and 
reduces  the  frequency  of  formal  appeals  when  budgets  are  modified.  Follow- 
ing the  commission's  determination  of  a  reasonable  budget,  the  hospital  has 
an  option  to  appeal  to  a  panel  of  commissioners;   generally,  three  or  four 
commissioners  compose  a  hearing  panel.     The  public  hearing  is  chaired  by 
one  of  the  commissioners,  with  the  hospital  submitting  evidence  or  testimony 
from  witnesses.     Panel  members  ask  questions  of  both  hospital  witnesses  and 
commission  staff  and  often  ask  that  the  staff  question  the  witnesses. 
Following  the  hearing,  the  panel  submits  a  budget  recommendation  to  the 
full  commission,  upon  which  the  hospital  or  commission  may  elect  a  hearing 
before  the  entire  commission. 

The  extent  of  negotiation  in  the  Maryland  system  has  been  reduced 
substantially  since  the  early  years  of  the  program;   the  institution  of  the 
Inflation  Adjustment  System  (IAS)   and  the  Guaranteed  Inpatient  Revenue 
(GIR)   System  has  narrowed  the  scope  of  negotiations.     All  of  the  hospitals, 
having  been  through  rate  review  at  least  once,  are  familiar  with  the  commis- 
sion's general  principles.     The  low  turnover  of  top  staff  in  the  commission 
has  meant  that  the  hospitals  are  familiar  with  the  individuals  involved  in 
rate  setting.     There  are  now  fewer  public  hearings,  with  correspondingly  more 
automatic  ( unnegotiated)  settlements. 

In  Minnesota,  most  negotiations  take  place  during  the  meeting 
of  regional  rate  review  panels.     The  staff  analyst  begins  the  review  by 
reading  the  topics  for  discussion  from  the  agenda.     Panel  members  have  the 
opportunity  to  put  additional  topics  on  the  agenda  at  this  time.  Hospital 
representatives  then  respond  with  an  opening  statement,  reacting  to  items 
on  the  agenda,  and  panel  members  have  the  opportunity  to  question  the 
hospital  on  each  agenda  item.     When  the  hospital  representatives  have 
answered  all  questions,  the  panel  goes  into  executive  session.  Although 
the  hospital  representatives  can  remain  and  listen  to  the  deliberations, 
they  cannot  participate.     Eventually,  the  panel  votes  a  specific  rate 
increase,  along  with  any  specific  conditions  (e.g.,  a  reduction  in  the 
number  of  FTEs)   they  deem  appropriate.     The  entire  review  typically  takes 
two-and-one-half  to  three  hours.     Apart  from  the  rules  defining  financial 
requirements,  the  panels  have  no  formal  direction,  or  guidelines  for  con- 
ducting the  review. 

In  New  Jersey,  once  a  preliminary  rate  is  established,  hospitals 
may  request  a  detailed  review  with  the  rate  analyst  of  the  basis  for  the 
rate.     Before  the  meeting  is  held,  hospitals  must  submit  written  documenta- 
tion of  all  items  they  wish  to  discuss.     During  these  face-to-face  meetings, 
which  are  conducted  by  the  rate  analyst,  the  disputed  items  are  discussed 
point  by  point.     The  burden  of  proof  is  on  the  hospitals  to  demonstrate  why 
disallowed  costs  should  be  restored;  since  many  of  the  disallowances  result 
from  peer  comparisons,  hospitals  must  justify  why  they  have  high  costs 


100 


relative  to  their  peers.     Additions  to  staff  are  a  major  source  of  conten- 
tion in  the  detailed  reviews.     Legally  mandated  changes  in  personnel  and 
equipment,  as  well  as  discretionary  additions  in  personnel,  must  be 
justified  through  previously  submitted  legal  and  management  reports.  If 
hospitals  can  make  a  strong  case  for  these  additions,  they  will  be  granted 
cost  increases  above  the  "calculated  reasonable"  limits.     Analysts  tend  to 
interpret  the  rules  conservatively,  however,  allowing  adjustments  only 
sparingly. 

In  Washington,  informal  meetings  may  take  place  between  the 
hospital  and  budget  staff  prior  to  informal  commission  meetings.  Topics 
considered  during  the  meetings  include  both  initial  staff  recommendations 
to  the  commission  and  questionable  areas  of  the  submitted  budget.  The 
result  of  these  preliminary  meetings  may  be  a  change  in  the  staff's  formal 
recommendation  to  the  commission.     Staff  then  present  these  recommendations 
to  the  commission  at  an  informal  meeting,  and  hospitals  have  the  opportunity 
to  respond  to  specific  areas  recommended  for  disallowances.  Commission 
members  then  question  hospital  representatives  and  vote  in  the  presence  of 
the  hospital  on  a  final,  approved  total  revenue.     The  commission  generally 
accepts  the  recommendations  of  the  staff  unless  the  hospital  can  present 
strong  evidence  why  disallowed  amounts  should  be  restored. 

During  the  review  process  in  Western  Pennsylvania,  budget 
analysts  negotiate  with  the  hospital  until  they  are  satisfied  with  the 
projected  budget  or  until  they  reach  an  impasse.     The  budget  is  then 
reviewed  in  its  entirety  by  the  analysts'   supervisor.     If  the  supervisor 
believes  that  some  budget  items  need  more  justification,  additional  meetings 
will  take  place  with  the  hospital.     This  review  process  continues  until  the 
program  director  is  satisfied  that  a  budget  is  reasonable.     The  program 
director's  decision  on  reasonableness  is  assisted  by  information  not 
available  to  the  staff  analysts,  a  comparative  analysis  of  the  hospital's 
predicted  budget  with  the  hospital's  predicted  costs,  which  is  generated  by 
a  regression  cost  model  that  serves  as  a  screening  tool  in  the  budget 
review  process.     If  the  budget  is  more  than  5  percent  above  the  model's 
predicted  cost,  negotiations  continue  until  the  budget  meets  the  screen  or 
the  hospital  decides  to  appeal  its  budget. 

In  theory,  the  toughness  of  a  revenue  control  program  depends 
to  a  large  degree  on  the  posture  the  agency  adopts  in  negotiating  with 
hospitals.     Since  no  negotiation  occurs  in  New  York,  nor  in  the  rate-setting 
process  for  Medicaid  in  Massachusetts,  one  might  assume  that  these  programs 
are  more  stringent  than  others.     The  rates  set  by  both  these  programs, 
however,  are  subject  to  appeal,  and  in  New  York,  the  volume  of  appeals  has 
been  very  large.     Since  the  appeals  process  either  contains  elements  of 
negotiation  or  is  subject  to  strong  political  forces,  even  the  New  York  and 
Massachusetts  Medicaid  programs  cannot  be  assessed  with  certainty  at  this 
time . 
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4.2.12     Determination  of  Inflation  Adjustment 


One  of  the  most  controversial  aspects  of  a  prospective  reim- 
bursement program  is  the  rate  of  price  increase  allowed  for  the  prospective 
year.     These  rates  are  used  to  translate  screened  base  year  costs  into 
prospective  rates  or  prospective  budgets.     How  accurate  this  allowable  rate 
of  increase  is  in  projecting  actual  inflation  of  hospital  input  prices  is 
of  prime  concern  to  hospital  administrators.     On  the  other  hand,  how  well 
the  allowable  rate  of  increase  serves  to  promote  cost  containment  is  of 
utmost  concern  to  rate  setters.     Both  concerns  depend  somewhat  on  the 
extent  to  which  the  industry  itself  can  control  these  increases,  partic- 
ularly in  the  area  of  wages,  which  constitute  the  largest  portion  of 
hospital  expenses.     Hospitals  whose  actual  rates  of  increase  exceed  the 
allowable  rate  will  be  subject  to  some  or  all  of  the  risk  associated  with 
the  difference. 

Most  prospective  reimbursement  programs  use  national  and 
regional  price  indices  in  their  calculation  of  the  inflation  adjustment. 
Since  inflation  rates  in  the  hospital   industry  generally  have  been  higher 
than  in  other  industries,  most  programs  prefer  to  use  price  indices  that 
are  external  but  nonetheless  relevant  to  the  hospital  industry — wage 
indices  for  service  workers,  consumer  or  wholesale  price  indices  for 
food,  fuel,  and  paper  products,  and  similar  indices  for  other  supplies  and 
minor  equipment  used  by  hospitals.     The  relative  importance  of  each  of 
these  specific  indices  in  the  overall  inflation  adjustment  is  determined 
by  weights  that  measure  the  relative  importance  of  each  input  in  the 
overall  bundle  of  resources  used  by  the  hospital .     These  weights  are  likely 
to  vary  somewhat  for  different  sizes  and  types  of  hospitals,  and  in  fact, 
all  programs  calculate  inflation  adjustments  using  weights  that  are  specific 
to  each  hospital . 

The  procedures  just  described  are  used,  with  minor  variations, 
by  all  programs  except  those  in  Washington  and  Minnesota.     In  submitting 
proposed  budgets  for  the  upcoming  rate  year,  hospitals  in  Washington 
indicate  the  percentage  increase  in  the  proposed  budget  that  is  inflation 
related.     The  commission  challenges  proposed  inflation  adjustments  that  are 
significantly  higher  than  those  proposed  by  similar  hospitals.     In  Minnesota, 
program  analysts  survey  the  hospitals  in  the  state  to  determine  the  average 
rate  of  inflation  anticipated  by  the  industry.     In  both  cases,  the  resulting 
inflation  adjustment  is  far  more  sensitive  to  the  expectations  of  hospitals 
than  to  externally  generated  input  price  indices. 

One  aspect  of  inflation  adjustments  is  a  politically  sensitive 
issue  in  some  states — the  treatment  of  wage  increases  that  result  from 
collective  bargaining  agreements.^     For  some  hospitals  in  New  York,  all 
hospitals  in  Washington,  and  participating  hospitals  in  Western  Pennsylvania, 
increases  in  wages  due  to  collective  bargaining  agreements  are  automat- 
ically passed  through  the  reimbursement  process.     In  contrast,  the  program 
in  Maryland  has  occasionally  notified  parties  to  collective  bargaining 
negotiations  that,  regardless  of  the  negotiated  outcome,  no  more  than 


The  current  version  of  President  Carter's  hospital  cost  containment 
proposal  allows  an  automatic  pass-through  of  wage  increases  that  result 
from  collective  bargaining  agreements. 
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a  specified  percentage  increase  in  wages  would  be  reflected  in  inflation 
adjustments  for  subsequent  rate  periods. 

The  sensitivity  of  reimbursement  limits  to  inflation  adjustments 
has  been  reduced  significantly  in  some  states  by  incorporating  corrections 
for  previous  errors  made  in  predicting  the  inflation  rate.     In  Maryland, 
New  Jersey,  and  New  York,  the  inflation  adjustment  for  the  current  period  is 
the  projected  rate  of  inflation  plus  an  adjustment  for  the  difference  between 
projected  and  actual  inflation  in  the  previous  period.     The  Massachusetts 
Rate  Setting  Commission  attempted  to  incorporate  the  same  type  of  correction 
in  its  inflation  adjustment  but  was  thwarted  by  a  court  decision  that  found 
such  retrospective  adjustments  to  be  contrary  to  the  legislative  mandate 
to  set  rates  solely  on  a  prospective  basis. 

4.3  Compliance,  Adjustments,  and  Appeals 

Once  prospective  reimbursement  programs  have  issued  their  recom- 
mendations, the  major  remaining  administrative  function  is  that  of  monitoring 
compliance.     Since  the  programs  in  Arizona  and  Minnesota  have  no  legal 
authority  to  enforce  their  recommendations  (compliance  is  voluntary),  they 
must  rely  on  moral  suasion  and  public  pressure  to  promote  compliance.  The 
other  seven  programs  have  varying  degrees  of  legal  authority  to  enforce 
their  decisions      and  have  adopted  a  variety  of  procedures  to  recover 
excess  revenue  from  hospitals.     These  procedures  are  described  and  analyzed 
below. 

It  is  important  to  distinguish  between  two  types  of  compliance 
with  program  recommendations.     The  type  of  compliance  that  most  programs 
emphasize  is  adherence  to  the  prescribed  limit  on  revenue  ( static  compli- 
ance) .     If,  by  design  or  by  miscalculation,  hospitals  end  the  year  with 
more  revenue  than  they  were  allowed  by  the  program,  most  programs  adjust 
approved  revenue  levels  in  a  subsequent  year  to  recover  the  excess  revenue. 
There  is  a  second  type  of  compliance  that  is  at  least  as  binding  as  the 
first  and  requires  adherence  to  approved  spending  limits:     if  hospitals 
overspend  relative  to  the  prospectively  approved  budget,  the  higher  spending 
level  will  be  used  as  a  base  from  which  a  prospective  budget  for  the 
following  year  will  be  projected.     Some  observers  believe  that  the  ability 
to  translate  excessive  spending  in  one  year  into  a  higher  approved  budget 
or  approved  rate  in  a  subsequent  year  is  a  strong  incentive  for  hospitals 
to  overspend,  despite  one-time  losses  that  may  be  incurred  in  the  first 
year.     Programs  that  have  instituted  procedures  to  counteract  this  incentive 
are  looking  at  compliance  in  a  dynamic  as  well  as  a  static  sense. 

4.3.1  Compliance 

Rate  Year  (Static)  Compliance.     Since  several  programs  set  a 
prospective  payment  rate  for  reimbursing  hospitals,  these  programs  (New 
Jersey,  New  York,  Western  Pennsylvania,  and  Massachusetts  Medicaid)   do  not 
need  to  determine  the  degree  to  which  hospitals  are  generating  excess 


In  Western  Pennsylvania,  hospitals  that  have  voluntarily  elected  to 
participate  in  the  prospective  reimbursement  program  must  comply  with 
the  reimbursement  limits  of  their  contract  with  Blue  Cross. 
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revenue;   compliance  is  automatic.     In  the  remaining  mandatory  compliance 

states  (Connecticut,  Maryland,  and  Washington),  a  total  allowable  revenue 

is  set,  and  hospitals  are  expected  to  convert  this  limit  into  a  new  charge 

schedule  that  will  produce  the  allowable  revenue. 1^     The  question  of  com- 

liance  in  these  states  relates  to  the  way  in  which  excess  or  insufficient 

revenues  (due  to  over-  or  undercharging)   are  handled  during  or  at  the  end 
1 6 

of  the  rate  year. 

In  Connecticut,  shortfalls  or  excesses  in  volume-adjusted  revenue 
relative  to  the  approved  amount  are  simply  added  or  subtracted  to  the  next 
year's  allowable  revenue.     This  method  is  also  used  in  Washington.  However, 
since  this  state's  regulations  also  specify  cost-to-charge  alignment,  reve- 
nues may  not  exceed  costs  by  more  than  a  targeted  5  percent;  any  revenue 
generated  in  excess  of  this  5  percent  is  also  deducted  from  the  next  year's 
approved  revenue.     In  Maryland,  the  compliance  method  is  somewhat  more  con- 
straining.    If  the  hospital  generates  excess  revenue  through  overcharging, 
it  must  pay  back  more  than  100  percent  of  the  excess  revenue;'"  if  the 
hospital  undercharges,  it  receives  less  than  100  percent  of  the  revenue 
shortfall.     Although  compliance  is  voluntary  in  Minnesota,  review  panels  may, 
at  their  discretion,  add  to  or  delete  from  the  next  year's  budget  any  deficit 
or  surplus  generated  during  the  rate  year  by  the  hospital . 


Dynamic  Compliance.     Some  programs  incorporate  methods  for 
enforcing  compliance  in  a  dynamic  fashion.     That  is,  they  incorporate 
penalties  into  their  system  to  reduce  or  eliminate  the  incentive  for 
hospitals  to  overspend  in  one  year  in  order  to  raise  the  cost  base  from 
which  future  years'   allowable  revenues  are  derived.     The  retrospective 
revenue  adjustments  discussed  above  (static  compliance)   impose  a  one-time 
financial  loss  on  hospitals  that  overspend.     This  short-run  penalty  may  not 
be  severe  enough  to  offset  the  long-term  gains  from  overspending;  further 
penalties  may  be  required  to  lower  long-term  inflation. 

The  systems  in  Massachusetts  and  New  Jersey  apply  additional 
penalties  for  overspending.     Massachusetts  screens  expenses  in  proposed 
hospital  budgets  and  limits  these  expenses  to  the  lower  of  actual  expenses 
of  the  year  before  and  actual  expenses  of  two  years  before,  both  adjusted 
for  actual  inflation.^    The  extension  of  the  "base  year"  further  into 


In  Washington,  payment  rates  are  calculated  for  some  payers  in  two-thirds 
of  the  hospitals.     Compliance  in  these  cases  is  virtually  automatic.  For 
the  remaining  one- third  of  hospitals,  no  payment  rate  is  set,  and  compli- 
ance is  not  automatic.     Recently  (1978),  compliance  became  an  issue  in 
New  York;  charge  controls  were  instituted  for  uninsured  and  commercially 
insured  patients. 

A  shortfall  or  excess  in  revenues  relative  to  the  approved  amount  can 
also  be  generated  through  differences  in  actual  versus  projected  volumes. 
These  adjustments  are  discussed  later  in  this  section. 

The  percentage  varies  by  department. 

For  Medicaid  rate  setting,  actual  expenses  (adjusted  for  inflation) 
three  years  before  the  rate  year  are  also  included  in  the  choice  of  base- 
year  costs. 
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the  past  does  not  eliminate  the  dynamic  incentive  to  overspend  but  reduces 
the  incentive  by  increasing  the  lag  between  excess  spending  and  subsequent 
inflation  in  the  level  of  approved  revenues.     The  New  Jersey  system  imposes 
a  more  constraining  base-period  penalty:     forfeiture  of  any  base-year 
spending  (not  revenue)   in  excess  of  the  approved  base-year  budget. 19  if 
actual  costs  are  higher  than  originally  budgeted/  the  difference  is  sub- 
tracted from  the  final  allowable  reimbursement  for  the  next  rate  period. 
This  mechanism  completely  eliminates  the  dynamic  incentive  to  overspend  by 
excluding  overspending  from  the  base  used  to  calculate  rates  for  all  future 
years.     The  legislation  that  created  the  New  York  prospective  reimbursement 
system  allows  for  a  limitation  similar  to  the  one  used  in  Massachusetts: 
the  base-year  figure  from  which  rate-year  projections  are  made  is  the 
lower  of  base-year  cost  and  inflation-adjusted  audited  cost  from  two  years 
before.     This  constraint  on  base-period  expenses  has  never  been  implemented 
in  New  York. 

4.3.2  Adjustments 

Volume  Adjustments.     Actual  revenue  for  a  hospital  may  fall 
short  of  or  exceed  approved  revenue  as  a  result  of  errors  in  projections 
of  the  volume  of  hospital  services.     Several  states  have  developed  methods 
with  which  to  adjust  for  this  type  of  discrepancy.     All  of  the  approaches 
involve  adjustments  to  the  approved  level  of  revenue  in  a  subsequent  year 
equal  to  the  increase  or  decrease  in  variable  costs  that  would  result  from 
a  change  in  volume  of  services.        The  Washington  commission  has  assumed 
that  60  percent  of  all  costs  are  fixed  over  all  ranges  of  volume  and  that 
only  40  percent  of  total  costs  vary  with  volume  changes.     Revenue  above  or 
below  prospective  limits  due  to  volume  variances  is  therefore  adjusted  by  a 
60/40  ratio  of  fixed  to  variable  cost.     If  the  hospital  has  generated  less 
revenue  than  approved,  the  fixed  portion  (60  percent)  of  the  revenue 
shortfall  is  added  to  the  following  year's  allowable  revenue;  if  it  has 
generated  excess  revenue,  the  fixed  portion  is  deducted  from  the  following 
year's  allowable  revenue.     Connecticut  utilizes  the  same  methodology,  but 
with  a  50/50  ratio  of  fixed  to  variable  costs.     Shortfalls  and  excesses  in 
revenue  in  Maryland  are  also  accounted  for  by  retrospective  adjustments, 
but  fixed- to- variable  cost  ratios  vary  by  department. 

Western  Pennsylvania  includes  volume  adjustments  as  midyear 
adjustments.     If,  during  the  year,  occupancy  or  departmental  utilization 
fluctuates  by  more  than  plus  or  minus  5  percent,  an  adjustment  is  made  in 
the  hospital's  per  diem  rate.     In  addition,  midyear  adjustments  will  also  be 
made  if  length  of  stay  declines  (given  a  constant  payer  mix  and  case  mix), 
patient  days  remain  the  same,  and  costs  fluctuate  by  more  than  2  percent. 


Expenditures  due  to  volume  variances,  outpatient  bad  debt,  actual 
inflation,  government  mandated  requirements,  and  items  not  included  in 
the  inflation  factor  (i.e.,  interest,  depreciation,  base-period  chal- 
lenges, and  malpractice  insurance)   are  not  considered  overspending  here. 

Variable  cost  (as  opposed  to  fixed  cost)   is  that  portion  of  cost  per  day 
or  per  case  that  is  attributable  to  resources  the  hospital  would  not  have 
used  (nor  paid  for)   had  additional  days  or  cases  of  care  not  been  provided. 
Cost  of  food,  drugs,  supplies,  and  some  labor  are  included  in  variable 
cost,  but  equipment  cost  and  administrative  labor  costs  are  not. 
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Other  Adjustments*     Some  systems  contain  additional  rewards 
and/or  penalties.     Western  Pennsylvania  incorporates  a  one-time  reward/ 
penalty  for  variations  in  cost.     If  actual  expenses  are  higher  than  approved, 
the  hospital  is  at  risk  for  5  0  percent  of  the  excess  expense;  the  other  5  0 
percent  is  returned  via  a  rate  increase  for  the  next  year.     If  expenses  are 
lower  than  approved,  the  hospital  keeps  50  percent  of  the  difference  as  a 
bonus;  the  other  50  percent  is  deducted  from  the  next  year's  payment  rate. 
The  participating  payers  and  the  industry  share  the  risk  equally.21  Both 
New  Jersey  and  Maryland  incorporate  rewards  in  their  processes  as  well.  In 
New  Jersey,  some  hospitals  are  allowed  an  additional  amount  in  their  rates 
for  intensity  increases.     The  additional  amount  allowed  reflects  the 
position  of  the  hospital's  cost  per  admission  relative  to  its  peer  group. 
In  Maryland,  the  hospitals  receive  100  percent  of  the  excess  revenue  due  to 
higher-than-proj ected  volume  in  outpatient  surgery. 

4.3.3  Appeals 

The  appeals  process  provides  an  opportunity  for  hospitals  to 
request  rate  or  budget  adjustments  on  the  basis  of  special  circumstances, 
such  as  new  services  or  costs  beyond  the  control  of  the  hospital .  In 
addition,  appeals  represent  the  only  vehicle  for  negotiation  in  the  more 
mechanistic,  formulary  systems.     With  the  exception  of  the  two  purely 
formulary  systems,  New  York  and  Massachusetts  Medicaid,  there  are  no  formal 
grounds  for  appeals;  hospitals  in  the  remaining  programs  may  appeal  for  any 
reason. 

In  New  York  and  Massachusetts  Medicaid,  reasons  for  appeal  are 
clearly  spelled  out  and,  in  fact,  are  quite  similar.     Grounds  for  appeal  in 
New  York  include  the  following: 

•  new  programs,  staff,  or  services  specifically 
mandated  by  the  state ; 

•  capital  renovation,  expansion,  replacement  or  new 
programs,  staff,  or  services  approved  by  the  state; 

•  relief  of  an  imposed  ancillary  ceiling  penalty  if 
the  hospital  intends  (over  a  six-month  period)  to 
demonstrate  a  reduced  length  of  stay  compared  to  the 
group's  average  (plus  one-half  day); 

•  relief  of  any  ceiling  penalty  caused  by  the  hospital's 
range  of  services,  patient  mix,  or  other  relevant  fac- 
tors; and 

•  changes  in  the  method  of  providing  services  that  result 
in  a  lower  overall  cost  for  the  services  provided. 

Grounds  for  appeal  in  Massachusetts  include: 

•  costs  incurred  to  satisfy  government  regulations; 


Risk  sharing  applies  only  to  those  expenses  associated  with  the 
participating  payers — Blue  Cross,  Medicare,  and  Medicaid. 
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the  introduction  of  new,  CN-approved  projects; 

•  transfer  of  costs;  and 

•  discontinuation  of  services. 

The  two  formulary  systems  generally  allow  appeals  for  new 
approved  projects,  as  well  as  costs  incurred  for  state-mandated  require- 
ments*    The  New  York  program  also  allows  appeals  on  the  basis  of  dif- 
ferences (from  a  hospital's  peer  group)   in  patient  mix  and  services.  Thus, 
the  formulary  systems,  which  are  more  stringent  with  regard  to  screening, 
disallowances,  and  negotiation,  also  approach  the  appeals  process  in  a 
formulary  fashion. 

4.4  Staffing  and  Administrative  Costs 

4.4.1  Staffing 

An  examination  of  the  staff  employed  by  the  nine  programs 
reveals  few  differences  in  staff  experience  or  training  across  different 
types  of  programs  (e.g.,  budget  review  versus  formula).     A  larger  staff  is 
needed,  however,  to  operate  a  budget  review  system  than  is  needed  in  a 
formulary  program. 

The  skills  of  the  staff  employed  by  the  nine  rate-setting 
programs  include  the  following: 


• 

accounting 

• 

law 

• 

finance 

• 

business  administration 

• 

economics 

• 

political  science 

• 

statistics 

• 

hospital  administration 

• 

computer/data  processing 

Most  support  staff  hold  bachelors  and  masters  degrees  in  accounting, 
finance,  business,  statistics,  or  data  processing.     The  nine  programs 
have  relatively  few  staff  who  are  trained  in  the  areas  of  hospital  ad- 
ministration, hospital  finance,  and  regulation. 

High  turnover  rates  are  often  cited  as  the  major  operational 
problem  of  commissions  and  state-administered  programs;  rapid  turnover 
among  lower-level  staff  is  a  problem  associated  with  each  of  the  rate- 
setting  commissions,  especially  in  Maryland,  Connecticut,  and  Massachusetts. 
Although  executive  directors  and  line  management  are  often  exempt  from 
civil  service  requirements,  most  lower-level  staff  are  not.     Rigid  civil 
service  requirements,  limited  opportunities  for  promotion,  and  low  salaries 
plague  each  of  the  commissions. 

Both  Maryland  and  Massachusetts  seem  to  have  overcome  this 
problem  by  using  a  more  formulary  system  that  relies  less  on  intense 
interaction  between  staff  and  hospitals.     The  Maryland  IAS  system  has 
reduced  the  administrative  burden  of  the  process  through  use  of  a  stream- 
lined, formulary  approach.     The  Massachusetts  system  relies  heavily  on 
detailed  and  specific  regulations,  which  leave  virtually  no  room  for 
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negotiation  (with  staff)   and  little  opportunity  for  discretionary  judgment 
by  the  rate  setters. 

Programs  administered  by  state  departments  of  health  (New  York, 
New  Jersey,  Minnesota,  and  Arizona)   also  experience  relatively  high  turnover 
rates.     Of  this  group  of  programs,  only  New  Jersey  has  attempted  to  stream- 
line the  budget  review  process  in  order  to  reduce  problems  caused  by  a  lack 
of  continuity  in  staffing;  New  Jersey,  which  originally  administered  a 
budget  review  program,  has  implemented  a  global  rate  increase  system  in 
lieu  of  budget  review. 

Blue  Cross  of  Western  Pennsylvania,  the  only  privately  admin- 
istered program  of  the  nine  study  states,  has  had  little  staff  turnover;  key 
staff  have  been  with  Blue  Cross  for  more  than  ten  years.     The  fact  that  the 
program  is  not  covered  by  civil  service  requirements  and  is  not  paid  for  by 
state  funds  may  account  for  the  low  turnover  rate. 

4.4.2     Administrative  Costs 

An  important  consideration  in  evaluating  a  prospective  reim- 
bursement program  is  its  cost-effectiveness.     The  administrative  cost  of 
each  program  must  be  examined  so  that  a  comparison  of  administrative 
efficiency  may  be  undertaken.     Once  the  impact  of  programs  on  hospital 
costs  has  been  determined  through  statistical  analyses,  data  on  administra- 
tive cost  will  be  used  to  estimate  the  cost-effectiveness  of  each  program. 

This  section  presents  an  analysis  of  the  administrative  costs  of  each  of 

92 

the  nine  programs. 

Although  data  from  each  state  give  at  least  a  rough  approxi- 
mation of  the  administrative  costs  and  resources  applied  to  prospective 
reimbursement  regulation,  caution  should  be  exercised  in  comparing  data 
across  states.  Since  data  obtained  are  general  and  approximate  in  nature, 
it  cannot  be  assumed  that  the  nine  states  define  data  items  in  the  same 
way.  For  instance,  figures  are  unadjusted  for  local  market  wage  rates. 
In  addition,  staff  and  other  resources  (e.g.,  computer  time)  from  other 
agencies  may  be  contributed  to  rate-setting  agencies  but  may  not  be  in- 
cluded as  rate-setting  expenses. 

An  additional  problem  concerns  federal  research  contracts  to 
further  develop  or  modify  existing  prospective  reimbursement  programs. 
Six  of  the  nine  states  have  received  federal  funds  for  developmental  work. 
While  such  funds  are  clearly  part  of  the  administrative  cost  of  prospec- 
tive reimbursement  in  these  states,  developmental  contracts  may  appear  to 
inflate  the  actual  cost  of  setting  rates. 


22 

A  number  of  problems  were  encountered  in  collecting  information  on 
budgets  and  personnel .     The  data  obtained  from  the  nine  states  varied 
substantially  as  to  the  level  of  detail.     As  might  be  expected,  several 

of  the  older  programs  had  more  complete  information  for  only  recent 
years  of  operation.     Other  states  were  able  to  provide  budgets  and 
other  data  for  the  rate  setting  bodies,  but  accurate  estimates  of  the 
costs  of  services  provided  by  other  agencies  and  organizations  (e.g., 
Blue  Cross)  were  generally  not  available. 
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Table  16  presents  budget  data,  including  overhead  costs  for 
each  of  the  nine  prospective  reimbursement  programs.     Where  possible, 
actual  fiscal-year  budgets  were  obtained.     If  these  were  not  available, 
estimates  were  substituted.     Many  of  the  agency  figures  did  not  include 
overhead  expenses;  these  were  imputed  by  obtaining  overhead  rates  from 
agency  personnel  and  adding  the  necessary  dollar  figures  to  previously 
obtained  budget  data.     The  resulting  data,  therefore,  should  be  regarded 
as  an  approximation  of  agency  expenditures.     Estimated  budgets  are  so 
noted . 

A  complete  time  series  of  agency  budget  data  were  available  for 
Maryland,  New  York,  and  Washington.     The  rate-setting  budget  for  New  York 
has  increased  from  $673,747  in  fiscal  1971  to  $2,561,830  in  fiscal  1978. 
Maryland's  budget  has  increased  from  $200,213  in  fiscal  1973  to  $849,402  in 
fiscal  1978.     For  seven  of  the  nine  programs  (Maryland  and  Connecticut  are 
the  exceptions),  start-up  year  costs  were  not  larger  than  subsequent  years' 
costs;  however,  it  may  be  that  developmental  costs  are  not  allocated  to  the 
embryonic  rate-setting  agency  but  to  another  agency,  such  as  the  department 
of  health.     Blue  Cross  or  provider  organizations  may  also  bear  developmental 
costs  that  do  not  appear  in  first-year  agency  budgets.     The  first  year  of 
the  Maryland  program,  fiscal  1973,  was  devoted  to  program  development  only. 
The  start-up  year — that  is,  the  first  year  the  program  actually  operated — 
was  fiscal  1974.     Costs  for  this  year  ($5  35,136)  were  higher  than  costs  for 
the  subsequent  two  years  ($478,685  for  fiscal  1975  and  $519,431  for  fiscal 
1976) . 

Table  17  presents  more  detailed  data  for  fiscal  1977.  The 
estimates  of  administrative  costs  per  institution  are  presented  as  either 
cost  per  hospital  reviewed  or  cost  per  facility  reviewed.     Several  of  the 
programs  (e.g.,  New  York)   that  cover  nursing  homes  and  other  health  care 
institutions  provided  data  on  total  number  of  facilities  only.  Since 
review  of  nursing  home  rates  may  take  up  disproportionately  more  staff  time 
than  hospital  reviews,  costs  per  facility  are  estimated  for  those  states. 

Considerable  variation  exists  across  states  as  to  the  size  of  the 
budget,  the  number  of  hospitals  or  facilities  reviewed,  and  the  estimated 
cost  per  hospital  or  facility  reviewed.     New  York,  which  has  the  largest 
budget,  number  of  personnel,  and  number  of  facilities  reviewed,  also  has 
one  of  the  lowest  costs  per  facility  reviewed  of  the  nine  programs  ($1644 
per  facility);  only  Minnesota's  cost  per  hospital  reviewed  ($1578)  was 
lower.     The  Western  Pennsylvania  program,  which  has  a  relatively  small 
staff  (twelve)  and  covers  only  twenty-three  hospitals,  has  the  highest  cost 
per  hospital  reviewed  ($17,478  per  hospital).     Maryland  also  has  a  high 
cost  per  hospital  reviewed  ($11,746),  while  Arizona  has  only  a  slightly 
higher  cost  per  facility  than  New  York  or  Minnesota  ($1814  per  facility). 
New  Jersey's  cost  per  hospital  ($3856)  is  artificially  low,  as  it  does  not 
include  federal  developmental  funds. 

There  are  a  number  of  possible  explanations  for  the  variations 
in  cost.     As  can  be  seen  in  table  18,  six  of  the  nine  states  (Connecticut, 
Maryland,  Massachusetts,  New  Jersey,  Western  Pennsylvania  and  Washington) 
receive  substantial  federal  funding  to  conduct  developmental  work.     In  the 
past  three  years,  federal  funds  as  a  percentage  of  total  agency  budgets 
have  ranged  from  21  to  54  percent,  averaging  39  percent.     Thus,  there  is 
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Table  17:  Estimated  Cost  Per  Hospital  or  Facility  Reviewed 
(FY  1977)  by  Program 


Program 

Arizona 

Connecticut 

Maryland 

Massachusetts 
Medicaid 
Charge-Control 

Minnesota 

New  Jersey 

New  York 

Western  Pennsylvania 
Washington 


Agency 
Budget8 
($$) 

172,335b 
188,033 
681 ,287 

105,079b 
521,228b 

268,294b 

455,000b'c 

1,813,749 

401,983b 
427,279 


Number  of 
Hospitals  (H) 
or  Facilities 
(F)  Reviewed 

95  (F) 
35  (H) 
58  (H) 

120  (H) 
170  (H) 
118  (H) 
1,103  (F) 

23  (H) 
110  (H) 


Estimated  Cost 
per  Hospital  (H) 
or  Facility  (F) 
Reviewed 
($$) 

1,814  (F) 
5,372  (H) 
11,746  (H) 

4,344  (H) 

1,578  (H) 

3,856  (H) 

1,644  (F) 

17,478  (H) 
3,884  (H) 


Source:  Data  based  on  information  gathered  during  AAI  field  visits. 
—  =  not  available 
including  overhead 
Estimated 

cdoes  not  include  federal  funds 


Table  18:  Sources  of  Funding  for  the  Nine  PR  Programs,  1971-1980 


Program  and  Source 

of  Funds 

1971 

1972 

1973 

1974 

1975 

1976 

1977 

1978 

1979 

1980 

Arizona 

Federal 

NA 

_ 

_ 

_ 

0 

0 

0 

9.300 

9,900 

- 

State 

NA 

_ 

_ 

_ 

97.0003 

1 29,000a 

142,000a 

144,200a 

1 53.900a 

_ 

Connecticut 

Federal 

NA 

NA 

NA 

NA 

NA 

109.341 

59.844 

142.613 

1 56.980 

1  13.000^ 

State 

NA 

NA 

NA 

NA 

NA 

65,742a 

88.854a 

107.3003 

126.452a 

1 58, 1 39a 

Maryland 

Federal 

NA 

NA 

0 

169.364 

0 

0 

43,452 

388,145 

237,030a 

State 

NA 

NA 

180,012 

326,446 

421,635 

422.996 

404.452 

289.842 

559,982a 

- 

Massachusetts 

Medicaid 

NA 

NA 

NA 

NA 

State 

NA 

NA 

NA 

NA 

9,700 

1 1 ,000 

12.150 

12.800 

13.350 

Blue  Cross 

NA 

NA 

NA 

NA 

44,200 

63,019 

70.155 

79,357 

102,950 

- 

Charge-Control 

Federal 

N  A 

N  A 

A 

N  A 

N  A 

0 

121 ,350 

499,6 1 6 

254  779 

State 

NA 

N  A 

N  A 

n* 

NA 

61 ,585 

91 , 1 33 

1 45,406 

toi.  3£3 

Dl,  ,„  f*_,*„»b 

blue  t,ross 

N  A 

N  A 

N  A 

1  00  UUU 

211 ,654 

*o4,oyy 

Minnesota 

State 

NA 

NA 

N  A 

NA 

NA 

N  A 

co  rwia 
by, uuu 

1  U0.3UU 

1  1  J. UUU 

Hospital  Association0 

N  A 

N  A 

190.6003 

291 ,950a 

300,000a 

New  Jersey 

Federal 

NA 

NA 

NA 

NA 

NA 

NA 

NA 

State 

NA 

NA 

NA 

NA 

NA 

NA 

455.000a 

l,222,000a 

New  York 

State 

463,777 

524.041 

564,318 

655,391 

831,470 

1.008,308 

1,507.414 

2.087,182 

Western  Pennyslvania 

Federal0 

NA 

NA 

NA 

108,369 

136.575 

166,174 

184.9123 

217,366a 

200.729a 

State0 

NA 

NA 

NA 

0 

0 

0 

40.1983 

47.254a 

43,637a 

Blue  Cross0 

NA 

NA 

NA 

0 

0 

0 

176,873a 

207,91 5a 

192,002a 

Washington 

Federal0 

NA 

NA 

NA 

NA 

NA 

0 

114.918 

311,578 

214.472 

413,164a 

State0 

NA 

NA 

NA 

NA 

NA 

258,735 

312,361 

263,354 

483,303 

387,836a 

Source:  Data  based  on  information  gathered  during  AAI  field  visits. 


NA  =  Not  applicable 
—  =  Not  available 

estimated 

^Blue  Cross  donates  up  to  $1 1 ,000  per  month  in  computer  time  for  developmental  work  on  the  charge-control  system, 
includes  overhead 
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evidence  that,  in  these  six  states,  estimates  of  cost  per  facility  or  per 
hospital  reviewed  may  be  artificially  inflated  by  the  inclusion  of  funds 
for  developmental  work.     In  Maryland,  for  example,  federal  funds  used 
solely  for  methodology  development  accounted  for  approximately  21  percent 
of  the  fiscal  1977  budget;  if  federal  funds  ($143,452)  were  excluded  from 
the  budget  ($681,287),  the  program  cost  per  hospital  reviewed  would  be 
reduced  from  $11,746  to  $9273  per  hospital.     Similarly,  in  Connecticut,  the 
cost  per  hospital  reviewed  would  be  reduced  from  $5  372  to  $3663  if  federal 
funds  for  development  (32  percent  of  total  budget)  were  excluded  from  the 
budget.     It  should  be  noted  that  the  fiscal  1977  budget  for  New  Jersey  does 
not  include  a  large  federal  developmental  contract,  since  this  information 
was  not  available.     If  these  costs  were  included  in  the  budget,  the  estimated 
cost  per  facility  would  be  considerably  higher. 

Another  reason  for  cost  variation  across  programs  is  the  econo- 
mies of  scale  that  may  be  achieved  when  an  agency  reviews  a  large  number 
of  facilities.     Economies  of  scale  are  more  likely  to  be  achieved  in  states 
that  have  formulary  systems  and  use  computers  extensively  than  in  states 
with  detailed  budget  review  systems.     New  York,  which  has  a  formulary  system 
and  the  largest  number  of  facilities  to  review  (1103),  has  the  second 
lowest  cost  per  facility  reviewed.     The  three  states  with  the  highest  costs 
per  hospital  reviewed  (Western  Pennsylvania,  Maryland,  and  Connecticut)  are 
also  the  three  states  with  the  fewest  number  of  facilities  to  review 
( twenty- three ,  fifty-eight,  and  thirty-five,  respectively).     One  possible 
explanation  for  the  difference  in  costs  is  that  the  efficiency  of  a  formulary 
system  increases  with  a  larger  case  load.     Thus,  the  most  appropriate  type 
of  prospective  reimbursement  system  for  a  particular  state  may  depend,  in 
part,  on  the  size  of  the  hospital  industry:     budget  review  systems  may 
prove  to  be  more  effective  in  states  with  small  case  loads,  while  formulary 
systems  that  use  screens  and  computers  in  the  review  process  may  be  more 
effective  in  states  with  larger  case  loads. 

The  location  of  the  rate-setting  agency  relative  to  state  gov- 
ernment may  also  affect  costs.     Some  savings,  especially  in  terms  of  legal 
and  planning  assistance,  may  accrue  to  those  rate-setting  bodies  located 
within  the  state  government.     It  appears  from  the  very  limited  data  available 
that  two  of  the  independent  commissions,  Maryland  and  Connecticut,  have 
higher  costs  per  case  than  the  state  agencies. 

The  centralization  or  decentralization  of  the  rate-setting  process 
may  affect  the  cost  of  administering  a  program.     The  costs  of  rate  review  in 
Arizona,  for  example,  are  not  accurately  represented  by  the  budget  of  the 
state  agency  responsible  for  rate  review.     The  health  systems  agencies  (HSAs), 
which  participate  extensively  in  the  review  process,  also  incur  considerable 
review  costs  that  are  not  reflected  in  the  state  agency's  budget.  The 
Minnesota  system,  although  relatively  inexpensive,  undoubtedly  incurs  costs  by 
delegating  rate  review  responsibilities  to  the  Minnesota  Hospital  Association 
while  maintaining  a  small  rate  review  staff  within  the  Department  of  Health. 

A  final  factor  that  may  affect  the  costs  of  administering  a 
prospective  reimbursement  program  is  the  extent  of  litigation  between  rate 
setters  and  the  hospital  industry.     The  costs  of  litigation  are  often 
diffused  across  several  agencies  and  may  not  be  included  in  a  rate-setting 
budget . 
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In  summary,  the  costs  of  administering  a  prospective  reim- 
bursement program  vary  considerably  across  the  nine  states  investigated. 
Comparison  of  different  programs  in  terms  of  administrative  costs  is 
greatly  hindered  by  the  nonuniform  and  limited  data  available;  the  variation 
in  state  accounting  and  recording  practices  makes  it  difficult  to  determine 
exactly  what  items  are  included  in  budget  and  personnel  data.     The  examina- 
tion of  the  data  for  fiscal  1977  is  further  complicated  by  the  comparison 
of  mature  and  young  programs,  and  by  the  comparison  of  agencies  and  commis- 
sions engaged  in  federally  funded  developmental  work  with  those  that  are 
engaged  in  ongoing  rate-setting  activities  only. 

No  clear  patterns  emerged  from  the  limited  data  available  that 
relate  high  or  low  administrative  costs  to  particular  types  of  programs. 
New  York  appears  to  have  achieved  economies  of  scale  through  the  use  of  a 
formula  and  computers  to  review  a  large  case  load.     Similar  programs,  such 
as  Maryland  and  Washington,  have  not  achieved  the  same  cost  savings  due, 
in  part,  to  having  smaller  case  loads.     Two  of  the  three  voluntary  programs, 
Arizona  and  Minnesota,  have  administrative  costs  that  are  lower  than  all 
mandatory  programs  except  New  York.     The  Arizona  budget  data,  however,  do 
not  include  HSA  expenditures  and  may  be  artificially  low.     The  third 
voluntary  program,  Blue  Cross  in  Western  Pennsylvania,  however,  has  the 
highest  cost  per  case  of  the  three  programs.     Finally,  although  there  is 
some  evidence  that  rate-setting  bodies  located  within  state  government  have 
administrative  costs  that  are  lower  than  those  of  independent  commissions, 
present  data  are  inconclusive.     In  general,  there  are  no  clear  associations 
of  low  or  high  administrative  costs  with  particular  program  types. 

4.5  Findings 

The  purpose  of  this  chapter  has  been  to  analyze  and  compare  the 
operational  characteristics  of  the  nine  prospective  reimbursement  programs. 
A  number  of  key  findings  emerge  from  this  analysis.     They  include  the 
following : 

•  Most  programs  use  Medicare  guidelines  to  define 
allowable  cost;  the  somewhat  narrower  definitions 
used  in  a  few  programs  are  likely  to  have  a  large 
effect  in  some  hospitals  but  a  minor  effect  at  the 
state  level.     These  exclusions  are  therefore  more  an 
issue  of  equity  than  of  effectiveness. 

•  Some  programs  have  allowed  hospitals  to  calculate 
depreciation  expense  by  valuing  physical  assets  at 
replacement  cost.     Some  observers  believe  that  re- 
placement cost  valuation  is  more  equitable  to  hos- 
pitals in  periods  of  high  inflation  than  is  historical 
cost  valuation,  still  required  by  most  programs. 

•  At  least  five  programs  have  the  ability  to  affect 
capital  costs  prior  to  the  time  they  are  incurred 
by  participation  in,  or  significant  authority  over, 
review  and  approval  of  certificate  of  need  applica- 
tions. 
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•  Almost  all  programs  use  interhospital  comparisons, 
within  peer  groups,  to  identify  excessive  expendi- 
tures in  specific  departments  or  for  specific  budget 
items.     The  equity  of  this  screening  process  to 
hospitals  is  heavily  dependent  upon  the  care  that  has 
been  taken  to  develop  homogeneous  peer  groupings. 

•  The  degree  of  program  effectiveness  (stringency  of 
revenue  controls)   is  dependent  upon  the  screening 
criteria  used.     In  New  York,  all  cost  above  the  peer 
group  mean  is  automatically  disallowed;   in  Connecticut, 
Maryland,  and  Washington,  less  stringent  criteria  are 
applied.     In  Arizona  and  Minnesota,  interhospital 
comparisons  are  used,  but  their  role  in  budget  reviews 
is  not  emphasized. 

•  Several  programs  have  recently  adopted  a  sequential 
screening  mechanism,  reviewing  disaggregated  cost 
data  only  if  the  hospital's  overall  budget  has 
failed  a  global  reasonableness  test.     It  is  claimed 
that  this  approach  significantly  reduces  administra- 
tive costs  by  more  than  the  additional  savings  that 
would  be  gained  from  detailed  annual  reviews  for  all 
hospitals . 

•  All  but  two  programs  (New  York  and  the  Medicaid 
program  in  Massachusetts)   conduct  negotiations  with 
hospitals  as  part  of  the  reimbursement  control 
process.     Due  to  their  lack  of  authority  to  mandate 
compliance,  the  programs  in  Arizona  and  Minnesota 
rely  heavily  on  negotiation  to  achieve  a  compromise 
satisfactory  to  both  sides. 

•  Most  programs  use  data  external  to  the  hospital 
industry  to  calculate  annual  inflation  adjustments 
(e.g.,  regional  or  national  indices  of  the  prices  of 
food,  paper  products,  etc.).     Since  inflation  in  the 
hospital  industry  has  generally  been  higher  than 
inflation  in  other  industries,  the  use  of  external 
data  increases  the  stringency  of  revenue  controls. 
Two  programs  (Minnesota  and  Washington)   rely,  either 
implicitly  or  explicitly,  on  the  industry's  own 
projection  of  expected  inflation. 

•  Pressure  from  labor  unions  has  caifsed  some  states 
to  allow  wage  increases  from  collective  bargaining 
agreements  to  bypass  the  normal  screens  and  inflation 
adjustments.     The  program  in  Maryland  has  opposed 
this  pressure,  with  apparent  success. 

•  Most  programs  have  the  authority  to  enforce  compli- 
ance with  their  findings.     For  programs  that  set 
payment  rates,  compliance  is  automatic;  no  revenue 
is  generated  in  excess  of  the  limits  implicit  in  the 
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prospective  rates.     Other  programs  limit  the  total 
revenue  of  the  hospital;  these  programs  generally 
recover  excess  revenue  by  deducting  the  surplus  from 
the  approved  revenue  limit  in  a  subsequent  year. 

•  The  programs  in  New  Jersey  and,  to  a  lesser  extent, 
Massachusetts  impose  penalties  on  hospitals  for 
excess  spending.     These  penalties  counteract  any 
dynamic  incentive  for  hospitals  to  overspend  in  one 
year  to  develop  a  larger  cost  base  for  subsequent 
years . 

•  In  formulary  prospective  reimbursement  programs  (New 
York  and  Massachusetts  Medicaid),  appeals  are  the 
primary  mechanism  available  to  hospitals  for  redress 
of  inequitable  reimbursement  controls.     Appeals  are 
somewhat  less  critical  in  other  programs,  where 
hospitals  have  the  opportunity  to  negotiate  specific 
issues  during  budget  reviews.     Despite  the  importance 
of  appeals,  formulary  programs  have  limited  the 
allowable  grounds  for  appeal  and,  thereby,  have 
limited  the  types  of  inequity  that  can  be  addressed 
outside  of  the  courts  and  the  legislature. 

•  Differences  in  staffing  skills  were  negligible 
across  the  nine  study  programs,  although  those 
states  reviewing  a  larger  number  of  hospitals  also 
had  larger  staffs. 

•  Administrative  costs  varied  significantly  across 
the  nine  programs,  although  no  clear  patterns 
relating  high  or  low  administrative  costs  to  partic- 
ular program  types  emerged.     There  was  limited  but 
weak  evidence  of  economies  of  scale  in  the  New  York 
program. 

Certain  evolutionary  patterns  have  emerged  over  time  in  the  nine 
states.     These  include  the  incorporation  of  increased  utilization  controls, 
movements  toward  more  formulary  approaches  to  rate  setting  in  several  of 
the  budget  review  systems,  and  incorporation  of  product  (case-mix)  differences 
into  the  review  process.     These  alterations  in  programs  have  clearly  been 
in  response  to  methodological  inadequacies. 

The  particular  payment  unit  used  or  the  amount  controlled  by  the 
system  may  affect  program  effectiveness  by  encouraging  perverse  incentives. 
For  instance,  a  system  that  sets  a  per  diem  rate,  or  a  system  that  contrains 
allowable  increases  in  rates  or  charges,  may  provide  incentives  to  the 
industry  to  increase  volume  or  intensity  (Dowling,   1974;  Abt  Associates, 
1976;  Cleverly,   1979b).     Several  programs  have  noted  these  problems  and  have 
changed  their  systems  accordingly.     For  example,  the  New  York  program 
initially  set  a  per  diem  rate  of  reimbursement  and  included  an  occupancy 
penalty.     The  result  of  these  two  components  may  have  contributed  substan- 
tially to  the  slight  rise  in  length  of  stay  in  New  York  as  compared  to  a 
decreasing  length  of  stay  nationally.     Recognizing  this  problem,  the  New 
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York  system  incorporated  a  length-of-stay  penalty  into  its  per  diem  calcula- 
tion in  1977.     Similarly,  in  the  early  years  of  Connecticut's  budget  review 
system,  the  hospital  reviews  primarily  emphasized  the  level  of  price 
increase.     When  overall  expenditures  increased  by  more  than  the  allowable 
price  increase  (due  to  volume  increases),  the  commission  realized  that 
total  revenue  needed  to  be  examined,  and  they  changed  the  process  to 
incorporate  total  revenue  approval . 

The  most  recent  addition  to  the  Maryland  system  is  known  as  the 
Guaranteed  Inpatient  Revenue  (GIR)  System.     The  GIR  currently  applies  to 
about  one-third  of  the  state's  hospitals,  including  all  those  with  more 
than  400  beds.     The  GIR  represents  the  Maryland  commission's  response  to  a 
marked  increase  in  volume  of  services  arising  from  incentives  contained 
within  the  system  as  structured.     The  GIR  adjustment  system  rewards  hos- 
pitals for  decreasing  intensity  within  each  diagnostic  category  and  pena- 
lizes them  for  increasing  intensity.     The  system  is  based  on  hospital- 
specific  diagnostic  data;  the  extensive  data  requirements  are  the  primary 
reason  behind  the  limited  application  of  the  GIR  system. 

New  legislation  in  New  Jersey  has  authorized  the  adoption  of  a 
new  approach  to  rate  setting  which  ties  payment  rates  directly  to  case  mix 
using  diagnostic-related  groups  (DRGs).     While  the  purpose  of  this  shift  is 
to  move  toward  a  public  utility  concept  of  rate  setting  that  bases  rate 
differences  on  outputs  rather  than  inputs,  the  change  nevertheless  serves 
as  a  disincentive  to  increase  length  of  stay,  since  payment  is  on  a  per  case 
basis.     Massachusetts  will  incorporate  volume  and  intensity  screens  into 
its  reimbursement  system  in  1980. 

The  distinction  between  formulary  and  budget  review  programs  has 
gradually  eroded  over  time;  most  of  the  budget  review  programs  have  incor- 
porated formulary  types  of  adjustments  to  their  methodologies.     The  Maryland 
system,  which  first  reviewed  all  hospital  budgets  in  the  state  to  disallow 
base  inefficiency,  has  instituted  the  Inflation  Adjustment  System  (IAS). 
The  IAS  system  is  a  largely  mechanical  process  that  computes  hospital-specific 
increases  to  be  applied  to  existing  rates.     Similarly,  New  Jersey  which 
originally  administered  a  budget  review  program,  has  implemented  a  global 
rate  increase  system;  hospitals  are  offered  a  calculated  global  rate 
increase  in  lieu  of  budget  review.     At  the  other  end  of  the  spectrum,  the 
classic  formulary  program  in  New  York  has  significantly  revised  its  proce- 
dures for  handling  appeals  and,  in  so  doing,  has  introducted  greater  equity 
into  its  procedures. 
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Chapter  5:     LEGAL  CONTEXT  OF  RATE-SETTING  PROGRAMS 


5.1  Introduction 

Legal  institutions  structure  the  operation  of  state  rate-setting 
programs,  but  the  effect  of  legal  institutions,  specifically  procedural 
requirements  and  judicial  review,  depends  on  the  extent  to  which  the 
particular  program  is  mandatory.     Where  hospital  participation  and  com- 
pliance are  mandatory,  constitutional  and  state  statutory  provisions  must 
guarantee  due  process  in  hearings  before  the  agency,  as  well  as  ensure  the 
availability  of  adequate  judicial  recourse  for  dissatisfied  parties. 
Indeed,  mandatory  participation  enhances  the  likelihood  that  hospitals  will 
use  the  courts  to  review  agency  decisions  and  policies.     As  a  result,  not 
only  program  design  and  process,  but  program  impact,  may  largely  depend  on 
the  relationship  between  the  agency  and  the  court  system  in  a  particular 
state. 

In  Arizona  and  Minnesota,  where  participation  is  mandatory  but 
compliance  is  voluntary,  procedural  requirements  structure  program  devel- 
opment and  design,  but  the  courts  play  a  minimal  role  because  hospitals  are 
not  likely  to  use  judicial  review  to  attempt  to  control  the  outcomes  of 
agency  actions. 

In  a  privately  functioning  program,  such  as  that  operating  in 
Western  Pennsylvania  through  Blue  Cross  agreements,  contract  law  defines 
the  parties'   rights  and  responsibilities.     Principles  of  administrative 
process  or  judicial  review  of  governmental  action  are  not,  therefore, 
germane,  because  there  is  no  formal  state  involvement  in  the  program. 

This  chapter  will  describe  the  procedural  requirements  imposed  on 
programs  in  which  hospital  participation  is  mandatory,  and  will  examine  the 
role  of  judicial  review  in  those  states  where  mandatory  compliance  has 
resulted  in  litigation  against  the  rate-setting  agency.     The  chapter  will 
discuss  the  following  specific  applicable  legal  institutions:  agency 
rule  making  and  requirements  imposed  on  the  issuance  of  regulations,  the 
administrative  appeals  rights  available  to  aggrieved  parties  within  the 
rate-setting  process,  and  the  role  and  impact  of  judicial  review  of  agency 
policy  or  decisions. 

5.2  Rule  Making 

Rule  making  involves  the  application  of  general  principles  to 
the  development  of  rates  and  the  review  of  all  budgets  under  a  program. 
Normally,  in  a  rule-making  mode,  the  agency  will  develop  its  policies, 
formulas,  and  criteria  in  the  form  of  general  regulations,  which  will  then 
be  applied  to  individual  cases.     Rule  making  is  presently  the  preferred 
mechanism  for  administering  a  regulatory  process.     As  opposed  to  reliance 
on  the  development  of  policy  and  general  principles  through  case-by-case 
adjudication,  rule  making  is  preferable  because  it  allows  formulation 
of  agency  policy  in  an  open,  public  process;   it  requires  the  development 
of  explicit  rules  and  policies;  and  it  produces  rules  and  policies  of 
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prospective  application/  which  allow  affected  hospitals  to  know  in  advance 
the  requirements  under  which  they  must  operate. 

Public,  including  hospital,  participation  is  a  prerequisite  of  a 
valid  rule-making  process.     The  possibility  of  general  public  participation 
enhances  the  credibility  of  the  agency's  policies  by  minimizing  the  likeli- 
hood of  collusion  between  the  agency  and  the  hospitals  or  of  the  capture  of 
the  agency  by  the  regulated  industry.     Hospital  participation  is  obviously 
important,  particularly  since  in  at  least  one  case  the  court  rejected  the 
argument  that  the  regulations  lacked  a  rational  basis  when  hospital  recom- 
mendations had  been  used  to  formulate  the  regulations.^ 

Finally,  participation  of  the  different  interested  parties  in 
developing  explicit  criteria  through  the  rule-making  process  allows  providers 
to  feel  they  have  been  treated  uniformly  and  therefore  fairly,  even  if  they 
disagree  with  substantive  agency  policies.     This  perception  of  fairness 
probably  deters  challenges  to  regulatory  schemes  on  the  basis  of  unequal 
application. 

Rate-setting  agencies  use  various  review  and  comment  procedures 
in  developing  regulations.     Required  procedures  stem  from  the  program's 
enabling  legislation  and  the  state's  Administrative  Procedures  Act  (APA). 
In  the  states  under  study  in  which  regulations  are  used,  at  a  minimum  the 
agency  must  permit  public  comment  before  formally  adopting  regulations. 
The  Massachusetts,  Minnesota,  and  New  York  programs  require  public  hearings 
as  the  forum  for  receiving  public  comment.     In  Connecticut  and  Washington, 
public  hearings  will  be  held  if  requested  by  the  agency,  by  twenty-five 
persons,  or  by  an  organization  consisting  of  at  least  twenty-five  members. 
New  Jersey  requires  only  public  comment,  which  generally  implies  the 
opportunity  to  present  written  testimony,  whereas,  in  a  public  hearing, 
both  oral  and  written  testimony  are  taken. 

The  procedures  for  receiving  public  comment  are  as  follows: 
the  agency  must  notify  the  parties  who  would  likely  have  an  interest  in, 
and  be  affected  by,  the  proposed  regulations,  and  must  publish  notice  of 
the  hearing  or  opportunity  to  comment  in  official  state  registers,  and, 
under  some  state  APAs ,  in  newspapers  of  general  circulation.     Such  notifi- 
cation and  publication  generally  must  occur  at  least  twenty  or  twenty-one 
days  prior  to  the  date  (or  the  intended  date)  of  the  hearing  if  one  is  to 
be  held  and  must  include  either  the  proposed  rules  themselves  or  a  descrip- 
tive statement  of  the  subject  and  purpose  of  the  proposed  rules. 

Notice  and  hearing  or  comment  requirements  may  be  suspended 
if  the  issuing  agency,  perhaps  with  the  concurrence  of  the  secretary 
of  state  or  the  attorney  general,  finds  that  preservation  of  public  health, 
welfare,  or  safety  necessitates  immediate  promulgation  of  emergency  regula- 
tions.    Formal  comment  and  review  procedures  must  still  occur  subsequently , 
because  such  emergency  regulations  can  usually  only  be  effective  for  sixty 
or  ninety  days. 


1 

Hospital  Ass'n.  of  New  York,  Inc.  v.  Toia,  473  F.  Supp.  917  (S.D.N.Y. 
1979)  . 
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While  notice  and  hearing  may  be  sufficient  prerequisites  under 
standard  APAs  for  the  issuance  of  binding  regulations,  specific  program 
enabling  acts  may  require  additional  review  by  advisory  bodies  established 
by  the  act.     A  number  of  motives  may  produce  such  legislative  requirements: 
for  example,  a  feeling  that  perhaps  general  notice  provisions  will  not  assure 
the  agency's  receipt  of  technically  sophisticated  comments  from  nonprovider 
groups;  or  that,  without  such  an  institutionalized  mechanism,  participation 
by  countervailing  interests  will  be  assured.     The  Massachusetts  statutes, 
for  example,  require  that  proposed  regulations  be  submitted  to  various 
advisory  councils  for  review  and  comment  at  least  sixty  days  prior  to 
promulgation.     The  advisory  councils  consist  of  representatives  of  the 
different  groups  affected  by  the  agencies'  policies  and  decisions. 

In  some  states,  such  as  Connecticut,  New  Jersey,  and  Washington, 
the  governing  body  that  issues  the  regulations  is  a  commission  whose  members 
must  represent  different  perspectives.     In  such  a  situation,  the  capacity 
of  affected  interest  groups  to  participate  effectively  in  the  promulgation 
of  regulations  is  clearly  increased.     The  Massachusetts  statutes  may 
require  advisory  council  review  precisely  because  commission  membership  is 
not  similarly  representative  of  affected  interests. 

In  most  of  the  mandatory  participation  programs,  specifically 
Connecticut,  Maryland,  New  York,  and  Washington,  proposed  regulations  are 
subject  to  legislative  review.2     This  requirement  is  aimed  at  assuring 
consistency  between  the  agency's  articulated  policy  and  the  legislature's 
purpose  in  enacting  the  rate  review  program. 

The  New  York  legislative  oversight  statute,  which  is  relatively 
new  (1978),  provides  for  the  most  expansive  review  authority  among  the  nine 
programs.     It  established  an  administrative  regulation  oversight  committee 
within  the  state  legislature  to  review  each  regulation  with  respect  to 
statutory  authority,  compliance  with  legislative  intent,  impact  on  the 
economy  and  on  governmental  operations  of  the  state  and  local  governments, 
and  impact  on  the  affected  parties. 

Finally,  in  Connecticut  and  Minnesota,  prior  to  formal  adoption, 
the  regulations  are  subject  to  review  by  the  attorney  general.     This  review 
is  limited  to  an  evaluation  of  the  legal  sufficiency  of  the  regulations, 
however,  and  therefore  tends  to  be  somewhat  pro  forma. 

A  relationship  appears  to  exist  between  the  number  of  various 
approvals  required  by  agencies  before  a  regulation  is  properly  promulgated 
and  the  reluctance  of  some  agencies  to  use  rule  making  to  establish  budget 
review  policies  and  approval  criteria.     A  later  section  (section  5.4) 
discusses  a  successful  hospital  challenge  to  budget  decisions  in  Connecticut, 
where  the  commission  used  informal  guidelines  for  review  that  should  have 
been  adopted  formally  as  regulations.     By  contrast,  the  Massachusetts 
process  for  issuing  regulations  is  simpler  than  Connecticut's,  and  the 


In  Maryland,  this  requirement  is  limited  to  those  rules  which  affect 
state  expenditures.     Md.[Pub.  Health]   Code  Ann.  art.  41,  §245(c).  However, 
with  Medicaid  participation  in  the  Maryland  program,   it  may  be  presumed 
that  all  of  the  commission's  substantive  regulations  will  therefore  be 
subject  to  legislative  approval. 
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Massachusetts  Rate  Setting  Commission  has  been  challenged  only  once  for 
making  a  decision  based  on  policy  not  formally  incorporated  into  a  regula- 
tion.    The  commission  was  successful  against  the  attack  because  the  court 
agreed  that  the  policy  was  merely  an  interpretation  of  a  validly  issued 
substantive  regulation,  and  as  an  interpretive  guideline  did  not  have  to  be 
formally  issued  as  a  regulation."* 

5.3  Administrative  Appellate  Rights 

With  rate-setting  agencies  relying  upon  rule  making  to  establish 
uniform  policies,  the  appeals  rights  of  hospitals  regarding  the  application 
of  general  agency  rules  to  their  specific  budgets  or  rates  are  of  signif- 
icant concern.     An  aggrieved  hospital  is  entitled  to  a  full  administrative 
adjudicatory  review  of  individual  agency  decisions  under  state  program 
enabling  legislation,  APAs ,  and  constitutional  due  process  requirements. 

An  administrative  appeal  addresses  issues  of  fact  and  law  to- 
gether.    The  primary  purpose  of  formal  adjudication  is  to  ascertain  the 
facts  associated  with  the  application  of  general  regulations  to  particular 
circumstances.     Ordinarily,  an  administrative  appeal  is  not  a  forum  for 
direct  hospital  challenge  to  agency  policy  as  enunciated  in  a  regulation; 
instead,  an  action  for  declatory  judgment  by  the  court  is  the  usual  vehicle 
for  such  a  challenge.     The  trier  of  fact  in  an  adjudicatory  process  typ- 
ically ascertains  the  propriety  of  the  application  of  the  relevant  policy 
to  concrete  circumstances.     Thus,  administrative  appellate  review  is  even 
more  constrained  than  is  judicial  review  in  evaluating  the  propriety  of 
agency  policy  decisions. 

The  separation  of  fact,  law,  and  policy  is,  nevertheless,  a 
complex  task,  and  administrative  appellate  review  may  slide  into  implicit 
policy  disagreements  with  the  rate-setting  agency,  as  is  the  case  in 
Massachusetts  and  New  Jersey.     Arguably,  the  rate-setting  agency  may  still 
assert  its  prerogative  to  set  policy  by  amending  its  own  regulations  in 
order  to  eliminate  any  ambiguity  that  may  have  initially  created  the 
conflict. 

The  mandatory  rate  programs  employ  two  models  of  adjudicatory 
process.     The  model  utilized  by  most  of  the  nine  study  states  begins  with 
an  agency  decision,  which  is  not  viewed  as  final.     The  affected  hospital 
receives  notice  of  the  results  and  has  an  opportunity  to  take  exception 
and  prepare  arguments.     The  hospital's  objections  are  then  heard  by  the 
agency,  with  either  members  of  the  commission  or  a  designated  hearing 
officer  or  administrative  law  judge  presiding.     The  presiding  officer  or 
body  renders  a  proposed  decision  back  to  the  agency,  which  may  be  either 
accepted  or  modified. 

The  second  model,  which  exists  in  Massachusetts  and  New  Jersey, 
requires  that  the  adjudicatory  process  be  conducted  by  a  separate  agency. 
In  New  Jersey,  an  administrative  law  judge  is  appointed  by  the  Office  of 


Compare  Massachusetts  Gen.  Hosp.  v.  Rate  Setting  Comm'n.,  371  Mass.  705, 
359  N.E.2d  41  (1977)  with  Cheshire  Convalescent  Center,  Inc.  v.  Commission 
on  Hospitals  and  Health  Care,  34  Conn.  Supp.  225,  386  A. 2d  264  (1977). 
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Administrative  Law.     The  judge  files  a  recommended  report  and  decision  with 
the  agency,  which  automatically  becomes  final  after  forty-five  days,  unless 
the  agency  modifies  or  rejects  it.     Because  the  agency  may  reject  a  recom- 
mended decision,  the  ability  of  an  administrative  law  judge  to  affect  agency 
policy  is  minimized.     As  with  the  first  model,  the  principal  responsibility 
of  the  judge  is  to  determine  the  facts  and  apply  established  law,  both 
statutory  and  regulatory,  to  the  facts. 

The  relationship  between  agency  and  adjudicator  is  more  complex 
in  Massachusetts,  where  the  statutory  provisions  establishing  the  appellate 
responsibilities  of  the  Division  of  Hearings  Officers  are  quite  ambiguous. 
While  the  attorney  general  has  asserted  that  decisions  of  the  division  are 
to  be  treated  in  the  more  traditional  administrative  law  mode  as  illustrated 
by  the  first  model  and  the  New  Jersey  model,  recent  judicial  language  suggests 
that  the  division's  decisions  may  be  binding  on  the  commission,  a  situation 
that  clearly  presents  the  possibility  of  policy  conflicts  between  the 
agency  and  the  appellate  body. 

However,  even  in  such  a  situation,  other  principles  serve  to 
mitigate  this  conflict.     Of  particular  importance  is  the  evidentiary  pre- 
sumption in  favor  of  the  agency,  accorded  because  of  the  agency's  technical 
expertise,  specialized  knowledge,  and  statutory  responsibilities.  Agency 
determinations  under  either  of  the  above-described  models  are  overturned 
only  if  the  challenger  can  overcome  an  evidentiary  burden  of  proof  that 
employs  such  standards  as  "sufficient  legal  evidence"  or  "preponderance 
of  the  evidence."     Nonetheless,  it  is  important  to  examine  the  content  of 
decisions,  recommended  or  otherwise,  emanating  from  administrative  appellate 
processes  to  assure  consistency  with  agency  policy. 

It  should  also  be  noted  that  the  existence  of  administrative 
appeals  procedures  not  only  satisfies  constitutional  due  process  but  also 
enables  the  agency  to  receive  objective  evaluations  of  its  own  procedures 
and  the  appropriateness  with  which  it  applies  policy. 

Finally,  considerations  of  efficiency  suggest  that  a  hospital  is 
entitled  to  one,  but  not  more  than  one,  adjudicatory  hearing  at  the  adminis- 
trative level.     For  example,  one  court  has  found  that,  because  an  adjudi- 
catory hearing  was  available  after  agency  promulgation  of  rate  regulations, 
a  formal  hearing  was  not  required  at  the  time  the  agency  applied  the  general 
regulation  to  the  specific  circumstances  of  the  hospital  in  question.^ 

5.4  Judicial  Review 

Judicial  review  may  occur  through  two  processes.     The  first  is 
an  action  for  declaratory  judgment,  which  is  generally  the  vehicle  for 
challenging  agency  policy  as  embodied  in  the  regulations.     The  second  is 
a  specifically  authorized  challenge  to  an  agency's  application  of  a  general 
policy  or  regulation  in  rendering  a  decision.     Declaratory  judgment  is 
usually  available  under  state  statutory  or  common  law.     Each  of  the  states 
in  which  hospitals  must  comply  with  rate-setting  agency  determinations  also 
provides  for  judicial  review  of  agency  decisions. 


Massachusetts  Gen.  Hosp.  v.  Weiner,  569  F.2d  1156   (1st  Cir.  1978). 
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This  section  describes  the  procedures  necessary  to  invoke 
judicial  review,  especially  of  individual  determinations  by  the  agency; 
the  constraints  on  judicial  review  established  by  state  statute;  and 
a  typology  of  the  substantive  attacks  on  agency  decisions  or  policies 
most  commonly  raised  in  the  nine  study  states.     Constraints  on  judicial 
review  serve  to  delimit  the  authority  a  court  can  exercise  over  a  substan- 
tive agency  decision  and,  therefore,  even  to  delimit  the  extent  to  which 
providers  or  other  appellants  can  use  judicial  remedies  to  modify  or  annul 
substantive  agency  policy.     The  typology  of  attacks  provides  an  indication 
of  precautionary  rules  that  state  rate-setting  agencies  should  incorporate 
in  their  own  internal  processes  in  order  to  minimize  the  likelihood  and 
success  of  such  challenges. 

Either  because  of  adoption  of  the  Uniform  Administrative  Pro- 
cedures Act  by  a  number  of  states,  or  because  of  common  law  requirements 
imposed  on  judicial  review,  all  six  states  requiring  compliance  with  agency 
decisions  are  similar  with  respect  to  the  range  and  depth  of  inquiry  per- 
mitted in  the  exercise  of  judicial  review.     The  applicable  rules  are  as 
follows . 

Any  aggrieved  party,  person,  hospital,  or  authority  may  as  a 
matter  of  right  obtain  judicial  review  of  an  agency's  decision,  usually, 
and,  on  occasion,  only,  where  the  decision  adversely  affects  such  interest. 
A  petition  for  review  must  be  filed  with  the  appropriate  court  within  a 
specified  period  of  time,  following  the  report  of  the  decision  from  which 
the  appeal  is  made.     Generally,  the  administrative  doctrines  of  exhaustion 
of  administrative  remedies  apply.     That  is,  all  available  administrative 
rights  must  have  been  exercised,  and  a  controversy  between  the  agency  and 
the  appellant  must  have  been  drawn  with  sufficient  precision  to  enable 
judicial  resolution. ^     Petitions  for  judicial  review  do  not  automatically 
stay  enforcement  of  a  state  rate-setting  agency's  regulation  or  decision; 
the  agency  may  grant,  or  the  reviewing  court  may  order,  such  a  suspension 
of  enforcement  where  appropriate. 

Within  a  specified  number  of  days  of  the  filing  of  a  petition, 
the  agency  must  transmit  a  copy  of  the  record  of  the  proceeding  from  which 
the  appeal  is  taken.     Where  the  court  is  convinced  prior  to  any  hearing 
that  additional  evidence  should  be  gathered  by  the  agency,  the  court  may 
order  such  expansion  of  the  record.     The  agency  may  modify  its  conclusions 
in  light  of  this  new  evidence  and  must  forward  all  such  modified  informa- 
tion and  decisions  to  the  court. 


Connecticut  law  provides  an  exception  to  the  exhaustion  requirement:  it 
explicitly  permits  judicial  review  of  preliminary,  procedural,  or  interme- 
diate agency  rulings  where  judicial  review  of  final  actions  would  not,  in 
the  reviewing  court's  opinion,  constitute  an  adequate  remedy.     Conn.  Gen. 
Stat.  §4-183 (a)  . 

See,  e.g. ,  Waterbury  Hosp.  v.  Commission  on  Hospitals  and  Health  Care, 
30  Conn.  Supp.  352,  316  A. 2d  787  (1974)    (decision  of  CHHC  will  be  stayed 
pending  appeal  only  where  applicant  makes  strong  showing  of  probability 
of  succeeding  on  merits,  of  irreparable  injury,  and  of  stay's  lack  of 
harmful  impact  upon  public  interest  or  other  parties) . 
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Unlike  the  administrative  appeal,  judicial  review  may  consider 
only  procedural-  or  substantive  issues  of  law,  not  questions  of  fact;  the 
courts  must  accept  agency  findings  of  fact. 

Where  a  specific  decision  is  challenged,  the  court  may  uphold 
the  decision  or  remand  the  case  to  the  rate-setting  agency  for  further 
administrative  action.     The  court  may  reverse  or  modify  the  decision  if 
constitutional  or  statutory  violations  are  involved;  if  it  is  based  on 
unlawful  procedure;  if  it  is  clearly  erroneous  in  light  of  reliable, 
probative,  and  substantial  evidence  on  the  whole  record;  or  if  agency 
discretion  has  been  exercised  in  an  arbitrary,  capricious,  or  unwarranted 
manner . 

The  availability  of  judicial  review  permits  external  challenges 
to  agency  action.     A  review  of  case  law  affecting  the  mandatory  rate- 
setting  programs  suggests  that  four  types  of  issues  have  been  particularly 
prominent : 

•  the  procedures  employed  by  the  agency  in  promul- 
gating regulations  or  in  making  individual  decisions, 
including  questions  on  the  legal  effect  of  general 
agency  policies  not  issued  as  regulations; 

•  the  extent  to  which  agency  policies  or  decisions 
were  within  the  authority  delegated  by  statute; 

•  the  scope  of  review  that  a  court  will  undertake 
of  substantive  agency  policy;  and 

•  the  implications  for  federal-state  relations, 
given  judicial  review  of  Medicaid  rate-setting 
programs . 

Judicial  resolution  of  challenges  in  each  of  these  areas  directly  affects 
agency  procedures  and  policies.     Each  of  the  areas  is  discussed  in  turn. 

5.4.1  Procedure 

A  number  of  substantive  agency  decisions  have  been  overturned 
because  the  criteria  applicable  to  the  rate-setting  process  were  not 
properly  promulgated  as  regulations.     The  Connecticut  commission,  for 
example,  both  in  1976  and  1977,  employed  criteria  in  reviewing  hospital 
budgets  that  were  not  promulgated  as  regulations.     In  challenges  brought 
in  both  years  by  affected  hospitals,  the  courts  ruled  that  the  challenged 
criteria  had  functioned  as  regulations  and  should  have  been  properly  issued 
as  such.^     In  both  cases,  the  appellant  hospitals  were  permitted  to 
operate  for  the  balance  of  the  then-current  fiscal  year  on  the  budget  as 


See  New  Britain  Gen.  Hosp.  v.  Commission  on  Hospitals  and  Health  Care, 
Connecticut  Court  of  Common  Pleas,  Hartford  County,  No.   13  24  86-1 
(June  21,  1977);  Danbury  Hosp.  v.  Commission  on  Hospitals  and  Health 
Care ,  Connecticut  Court  of  Common  Pleas,   Fairfield  County,  No.  18958 
(May  10,  1978) . 
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proposed,  not  as  approved  by  the  commission.      Connecticut  has  since 
formally  issued  substantive  regulations  governing  the  budget  review  process. 

These  cases  suggest  the  importance  of  formalizing  agencies'  re- 
view policies  as  official  regulations,  despite  the  occasionally  cumbersome 
nature  of  the  promulgation  process.     Unfortunately,  administrative  law 
doctrines  provide  no  clear  indices  as  to  what  constitutes  a  regulation 
requiring  formal  adoption.     The  conservative  rule  may  be:     when  in  doubt, 
promulgate . 

However,  the  Massachusetts  experience  presents  an  interesting 
counterpoint.     There,  the  enabling  legislation  for  both  Medicaid  rates  and 
the  charge-control  program  requires  substantive  standards  to  be  issued  as 
regulations.     However,  the  commission  issues  "informational  bulletins" 
interpreting  the  provisions  of  its  regulations  without  using  the  promulga- 
tion process.     In  response  to  a  hospital  challenge  to  a  bulletin  affecting 
Medicaid  rates,  the  court  found  that  the  bulletin  was  an  interpretation  of 
a  regulation,  and  that  therefore,  the  commission's  application  of  the 

Q 

bulletin  was  valid. 

A  useful  distinction  associated  with  these  kinds  of  cases 
relates  to  the  purposes  of  notice  and  hearing  requirements.     Where  a 
document  merely  supplies  details  or  eliminates  ambiguity  in  an  established 
policy,  formal  rule-making  procedures  do  not  meaningfully  serve  the  purposes 
of  structured  public  debate.     Inauguration  of  a  material  policy  change, 
complex  or  detailed  expansion  of  an  existing  policy,  or  significant  compli- 
ance concerns  all  suggest  a  need  for  comment  by  interested  parties,  and  the 
notice  and  hearing  requirements  of  the  rule-making  process  would  thus  be 
appropriate • 

Another  cause  for  challenge  is  the  agency's  failure  to  follow 
statutory  procedures.     For  example,  the  regulations  of  the  Massachusetts 
charge-control  program  were  challenged  because  the  Hospital  Policy  Review 
Board  had  not  been  appointed.     The  board  was  to  review  and  comment  on 
proposed  regulations,  and  board  members  were  entitled  to  participate  in 
public  hearings  on  proposed  regulations.     The  court  allowed  the  agency  to 
continue  to  apply  emergency  regulations  until  the  board  was  appointed  and 
permanent  regulations  were  duly  promulgated.^ 

Fundamental  procedural  requirements  ordinarily  include  adequate 
notice  of  agency  action  and  an  opportunity  to  be  heard.     The  adequacy  of 
notice  may  be  called  into  question.     For  example,  the  Connecticut  commis- 
sion was  criticized  for  arbitrariness  in  providing  too  little  time  between 


Compare  note  7  supra  with  Franklin  Square  Hosp.  v.  Health  Services  Cost 
Review  Comm ' n . ,  Maryland  Circuit  Court,  Baltimore  County,  No.  82047 
(February  7,  1975)  . 

i 

Massachusetts  Gen.  Hosp.  v.  Rate  Setting  Comm' n . ,  371  Mass.  705,  359 
N.E.   2d  41  (1977) . 

Massachusetts  Hosp.  Ass' n.  v.  Rate  Setting  Comm'n. ,  Massachusetts 
Superior  Court,  Suffolk  County,  No.  18956  (February  8,  1977). 
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notice  of  a  hearing  on  a  hospital  budget  and  the  holding  of  the  hearing.  I"1 
Generally,,  however,  notice  or  hearing  challenges  are  a  minor  factor  in 
judicial  review  insofar  as  agencies  typically  follow  long-established 
administrative  procedures  requiring  agency  awareness  of  the  views  of 
affected  and  interested  parties.12    While  challenges  based  upon  proce- 
dural defects  may  be  expected  to  continue,  such  litigation  does  not  play  as 
important  a  policy  role  as  does  the  substantive  impact  of  judicial  review 
of  the  scope  of  agency  power. 

5*4.2     Scope  of  Agency  Authority 

The  question  of  scope  of  agency  authority  arises  because  admin- 
istrative agencies  may  exercise  only  that  power  that  is  delegated  by  the 
legislature.     In  the  states  with  mandatory  programs,  decisions  rendered 
concerning  scope  of  authority  reflect  two  of  the  predominant  principles  of 
modern  administrative  law.     First,  the  enabling  legislation  is  rarely,  if 
ever,  challenged  on  substantive  due  process  grounds.     If  the  question  is 
even  raised,  rate-setting  authorizations  are  generally  held  to  be  valid 
state  exercises  of  economic  regulation  permissible  under  the  state's 
policing  powers. 1^     Second,  although  many  enabling  acts  may  be  cast 
in  broad  phrases,  they  generally  contain  sufficient  guidance  for  the 
exercise  of  agency  discretion.     Enabling  acts,  therefore,  have  not  been 
challenged  as  overly  broad  delegations  of  legislative  authority. 


The  issue  of  principal  importance  to  courts,  then,  has  been  the 
appropriateness  of  actions  taken  by  the  agency  pursuant  to  valid  statutory 
authorization .     Phrased  differently,  the  question  is  whether  policies  of 
the  agency  can  be  validly  construed  as  being  within  the  authority  granted 
by  the  legislature.     Here  the  record  of  agency  success  is  somewhat  mixed. 
In  a  number  of  cases,  the  courts  have  exercised  their  prerogative  to  come 
to  an  interpretation  of  the  language  of  the  enabling  act  that  is  different 
from  that  adopted  by  the  agency. 

The  Maryland  courts,  for  example,  interpret  the  term  "purchasers" 
in  the  enabling  act  as  not  encompassing  Blue  Cross,  contrary  to  the  view  of 
both  the  commission  and  Blue  Cross  itself.^4    The  courts  also  interpreted 


New  Britain  General  Hosp.  v.  Commission  on  Hospitals  and  Health  Care, 
Connecticut  Court  of  Common  Pleas,  Hartford  County,  No.  13  24  86-1 
(June  21,  1977)  . 

Valley  View  Convalescent  Home  v.  Commission  on  Hospitals  and  Health 
Care,  32  Conn.   Supp.  300,   352  A. 2d  317   (1975)    (plaintiff's  failure  to  raise 
issues  before  commission  constitutes  waiver  of  right  to  raise  some  issues 
on  judicial  appeal,  as  reviewing  court  would  otherwise  usurp  agency's 
function) . 

See,  e.g.,  Affiliated  Hospitals  Center,  Inc.  v.  Weiner,  Massachusetts 
Superior  Court,  Suffolk  County,  No.  19457  (May  27,  1977). 

"Blue  Cross  of  Maryland,  Inc.  v.  Franklin  Square  Hosp.,   277  Md.  93, 
352  A. 2d  798   (1976)    (term  "purchasers"  in  Md.    [Pub.  Health]    Code  Ann.  art. 
43,  §568H(B)   and  568U(a)  does  not  refer  to  Blue  Cross,  but  rather  refers 
to  final  consumers  of  health  care) . 
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the  statute  as  requiring  institution-specific  review  rather  than  statewide 
rate-setting  procedures. 


In  two  cases /  differences  between  an  agency  and  the  court  on 
the  scope  of  enabling  legislation  have  frustrated  significant  agency  policy 
and  caused  a  restructuring,  at  least  temporarily,  of  agency  objectives. 

■I  c 

One  of  the  cases'     involved  the  Maryland  commission's  policy  of  viewing 
the  entire  hospital  as  a  single  budgetary  entity  rather  than  perceiving  the 
hospital  as  a  collection  of  services,  some  of  which,  such  as  those  provided 
by  radiologists  and  pathologists,  could  not  be  regulated.     The  commission 
argued  that  the  services  of  all  hospital-based  physicians  were  hospital 
services,  and  therefore  that  it  would  consider  revenue  flowing  to  the 
physicians  as  hospital  revenue  for  budgetary  purposes.     The  appellate 
court  disagreed,  thereby  frustrating  commission  policy. 

The  second  case  affected  the  capacity  of  the  Massachusetts  charge- 
control  program  to  assure  hospital  compliance  with  approved  revenue  amounts.^ 
The  commission  had  devised  a  compliance  methodology  involving  an  after-the- 
fact  reconstruction  of  the  budget  year's  projected  figures  based  upon  revenues 
actually  received.     Excess  revenue  under  this  formula  would  be  applied  to 
reduce  subsequent  years'   allowable  revenue.     The  commission  preferred  the 
reconstruction  approach  because  of  its  substitution  of  actual  experience  for 
less  reliable  projections.     The  court  ruled,     however,  that  such  a  reconstruc- 
tion incorporated  a  retrospective  feature  into  a  statutory  scheme  that  was 
perceived  as  exclusively  prospective.     Thus,  the  compliance  methodology  was 
invalidated,  and  the  commission  was  forced  to  develop  alternative  methods  of 
assuring  the  integrity  of  approved  hospital  cost  and  revenue  figures. 

These  decisions  represent  the  greatest  extent  of  activist  judicial 
intervention  to  limit  agency  authority.     The  more  typical  judicial  attitude 
is  deferential  agreement  with  agency  interpretations  of  the  appropriateness 
and  extent  of  its  regulatory  power.     Courts  have  upheld  agency  authority  to 
require  optimal  rather  than  merely  "reasonable"  rates; ^  to  establish 
rationally  organized  categories  within  the  regulated  industry; *°  to  con- 
sider, rather  than  blindly  assume,  the  linkage  between  costs  and  charges;1^ 


Holy  Cross  Hosp.  of  Silver  Spring,  Inc.  v.  Health  Services  Cost  Review 
Comm'n. ,   283  Md.  677,   393  A. 2d  181  (1978). 

Affiliated  Hospitals  Center,  Inc.  v.  Weiner,  Massachusetts  Superior 
Court,  Suffolk  County,  No.  19457   (May  27,  1977). 

Blue  Cross  of  Maryland,  Inc.  v.  Franklin  Square  Hosp. ,  note  14  supra , 

at  110-111;  Health  Services  Cost  Review  Comm'n.  v.  Franklin  Square  Hosp., 

280  Md.  233,   372  A. 2d  1051  (1977). 

Borland  v.  Bayonne  Hosp.,  122  N.J.   Super.  387   (Ch.  Div.  1973),  aff ' d. , 
136  N.J.   Super.  60   (App.  Div.  1975),  aff'd*,  72  N.J.  152,   369  A. 2d     1  (1977), 
cert,  denied,  434  U.S.  817;   see  also  Borland  v.  McDonough,  135  N.J.  Super. 
200  (App.  Div.  1975),  aff'd  sub  nom  Borland  v.  Bayonne  Hosp.,  supra. 

Borland  v.  Bayonne  Hosp. ,  note  18  supra;  Presbyterian  Hosp.  v.  Ingraham, 
78  Misc. 2d  152,   355  N.Y.S.2d  73   (1974),  aff'd. ,  49  App.  Div. 2d  520,  370 
N.Y.S.2d  7   (1975 )  . 
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to  "allow  ...  considerable  flexibility  in  the  use  of  the  peer  comparison 
mechanism  as  a  .rate  review  tool";2     and  to  use  retrospective  data  to 
develop  charges  in  a  prospective  rate-setting  system. 21 

These  decisions  suggest  that,  while  there  are  limits  on  the 
extent  to  which  rate-setting  agencies  are  free  to  innovate  policy,  courts 
generally  will  defer  to  the  agency' s  interpretation  of  its  own  enabling  act 
in  the  face  of  industry  attack  of  that  authority.     Judicial  interven- 
tion to  restrict  program  policies  is  likely  to  occur  where  authorization 
for  the  particular  agency  interpretation  is  difficult  to  identify  with 
precision22  and  the  interpretation  is  sufficiently  controversial  to 
give  rise  to  litigation. 

A  few  strategic  points  emerge  from  the  preceding  observations. 
First,  explicit  legislative  authorization  is  ordinarily  sufficient  to 
permit  successful  implementation  of  agency  policies.     Second,  more  general 
enabling  acts  are  preferable  because  of  the  flexibility  they  afford  the 
agency  in  a  dynamic  environment.     If  the  agency  wishes  to  engage  in  policy 
innovation  within  a  general  legislative  framework,  it  should  carefully 
build  a  record  demonstrating  a  nexus  between  its  policy  and  the  reasonable 
interpretation  of  legislative  intent.     Finally,  general  judicial  support 
of  agency  policy  interpretations  may  act  as  an  incentive  for  hospital 
compliance  and  thus  discourage  recourse  to  litigation. 

5.4.3     Scope  of  Judicial  Review 

Principles  with  respect  to  scope  of  judicial  review  of  agency 
action  define  the  extent  to  which  a  court  will  review  the  merits  of  an 
agency  regulation  or  decision.     The  principles  involve  the  extent  of  judicial 
deference  to  agency  expertise  and  the  level  of  proof  required  of  the  agency 
to  support  its  individual  decisions  and  the  policies  embodied  in  regulations. 
Inf erentially ,  court  decisions  employing  principles  of  scope  of  review  may 
turn  on  the  courts'   subjective  attitudes  about  the  agency  or  the  regulated 
industry. 

Virtually  all  the  case  law  in  this  area  provides  evidence  of 
judicial  deference  to  agency  determinations.     Courts  have  accorded  "strong, 
persuasive  influence"  to  the  view  taken  by  administrative  officials  of  a 
given  statute  soon  after  its  passage;23  have  explicitly  relied  on  the 


In  re  William  B.  Kessler  Memorial  Hosp.,  78  N.J.  564,   397  A. 2d  656, 
659  (1979),  in  re  William  B.  Kessler  Memorial  Hosp.,  154  N.J.  Super. 
147,  381  A. 2d  44  (App.  Div.  1977). 

Affiliated  Hospitals  Center,  Inc.  v.  Weiner,  Massachusetts  Superior 
Court,  Suffolk  County,  No.  22824   (May  9,  1978),  aff'd,  Affiliated 
Hospitals  Center,  Inc.  v.  Weiner,  1979  Mass.  App.  Ct .  Adv.  Sh .  941 
(1979) . 

See,  e.g.,  Affiliated  Hospitals  Center,  Inc.  v.  Weiner,  Massachusetts 
Superior  Court,  Suffolk  County,  No.  19457   (May  27,  1977). 

■ 

Holy  Cross  Hosp.,  of  Silver  Spring,  Inc.  v.  Health  Services  Cost  Review 
Comm'n. ,   283  Md.  677,   393  A. 2d  181  (1978). 
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testimony  of  such  administrative  officials  in  determining  the  legislative 
intent  behind  the  statutory  language; 24  have,  despite  misgivings, 
recognized  agency  expertise  and  experience  in  the  implementation  process; 25 
and  have  relied  on  a  strong  presumption  of  the  reasonableness  of  admini- 
strative action  in  dismissing  a  challenge.^6     Where  application  of  agency 
regulations  is  challenged,  judicial  review  generally  turns  on  whether  the 
agency  action  is  arbitrary  or  capricious.     In  determining  the  existence  of 
unreasonable  agency  behavior,  the  court  will  typically  examine  the  record 
of  the  policy-  or  decision-making  process  in  a  search  for  any  reasoned 
basis  for  the  agency  action  at  issue.     Courts  have  upheld  rate  schedules 
and  rate  differentials  even  where  such  rate  decisions  suffer  from  lack  of 
such  evidence . A ' 

Despite  the  last  point,  and  even  given  a  deferential  judicial 
posture,  an  agency  is  well  advised  to  develop  an  administrative  record 
that  elucidates  the  rationale  behind  a  particular  decision.28     The  impor- 
tance of  an  informative  record  increases  when  the  litigation  concerns 
institution-specific  decisions  rather  than  industry-wide  regulations;  the 
opportunity  for  arbitarary  or  inequitable  decisions  grows  as  the  agency  moves 
from  the  general  to  the  specific,  and  courts  have  shown  a  greater  willingness 
to  remand  institution-specific  decisions  for  administrative  consideration 
of  additional  issues  perceived  as  relevant  to  the  challenged  action. 

These  principles  governing  judicial  review  suggest  some  judicial 
perspectives  on  rate  setting  and  the  appropriate  role  of  its  principal 
participants.     Courts  perceive  and  defer  to  the  expertise  possessed  by  the 


24 

Affiliated  Hospitals  Center,  Inc.  v.  Weiner,  Massachusetts  Superior 
Court,  Suffolk  County,  No.  22824   (May  9,  1978),  aff'd.,  Affiliated 
Hospitals  Center,  Inc.  v.  Weiner,  1979  Mass.  App.  Ct.  Adv.  Sh.  941 
(1979)  . 

25 

In  re  William  B .  Kessler  Memorial  Hosp. ,  78  N.J.  564,   397  A. 2d  656 
(1979) . 

26 

Borland  v.  Bayonne  Hosp.,  72  N.J.  152,  369  A. 2d  1  (1977). 

27 

In  re  William  B.  Kessler  Memorial  Hosp.,  78  N.J.  564,  397  A. 2d  656 
(1979). 

28 

"In  view  of  the  significance  and  importance,  as  well  as  the  newness  of 
the  governmental  action  in  this  [health]   area,  the  grounds  upon  which 
the  administrative  agency  has  acted,  its  reasoning,  and  the  manner  in  which 
the  evidence  of  record  has  been  transmuted  into  ultimate  conclusions  should 
be  clearly  disclosed  and  carefully  explained."     In  re  William  B.  Kessler 
Memorial  Hosp . ,  78  N.J.  564,  571,  397  A. 2d  656,  663  (1979)   (Handler,  J. 
concurring)    ( standard  of  judicial  review  should  be  more  thorough  than 
mere  search  for  arbitrary  and  capricious  agency  action) ,  citing  SEC  y. 
Chenery  Corp . ,  332  U.S.  194,  196-197  (1947);  Eastern  Central  Motor 
Carriers  Assoc.  v.  United  States,  321  U.S.  194,  205-212  (1944). 

29 

In  re  William  B.  Kessler  Memorial  Hosp.,  note  27  supra  at  659;  Holy  Cross 
Hosp.  of  Silver  Spring,  Inc.  y.  Health  Services  Cost  Review  Comm' n. ,  note 
23  supra  at  187. 


130 


agencies  and  exhibit  a  clear  willingness  to  support  rationally  based  and 
reasonably  articulated  policies  of  general  impact.  Institution-specific 
reviews  present  greater  opportunities  for  serious  infringements  of  hospital 
rights  to  equity  and  rationality  of  treatment.     Courts  therefore  appear  to 
conduct  judicial  review  of  indiviudal  cases  with  greater  thoroughness  and 
skepticism. 

5.4.4    Federal-State  Issues:     Challenges  to  Medicaid  Systems 

Section  232  of  the  1972  Social  Security  Act  Amendments  autho- 
rizes the  secretary  of  the  U.S.  Department  of  Health,  Education,  and  Welfare 
(DHEW)   to  approve  states'  methodologies  for  paying  reasonable  inpatient 
hospital  costs  for  Medicaid  when  they  vary  from  Medicare's  reimbursement 
principles.     Judicial  decisions  in  Massachusetts  and  New  York  have  challenged 
the  validity  of  both  the  state  regulations  and  DHEW  approval .  Regulations 
implementing  approved  alternative  Medicaid  methodologies  must  be  consistent 
with  federal  laws  and  regulations.     Therefore,  challenges  to  such  regula- 
tions occur  in  federal,  not  state,  courts  and  ultimately  turn  on  the 
reasonableness  of  DHEW  approval.     Therefore,  the  fact  that  DHEW  approved 
the  state  plan  does  not  preclude  questions  about  the  validity  of  the  imple- 
menting regulations.-^ 

The  litigation  in  Massachusetts  and  New  York  centered  on  the  fact 
that  the  reimbursement  plans  calculated  "reasonable"  costs  for  Medicaid 
patients  that  were  substantially  lower  than  the  actual  costs  experienced 
by  the  hospitals.     The  hospitals  in  both  states  alleged  that  interpretation 
of  the  term  "reasonable  costs"  in  federal  law  and  regulations  required 
state  reimbursement  for  actual  costs.     The  hospitals  further  claimed  that 
they  were  denied  due  process  guarantees  through  the  lack  of  a  prior  hearing 
on  the  prospective  reimbursement  scheme. 

In  Massachusetts,       the  court  first  noted  that  one  of  the 
federal  objectives  of  the  reimbursement  system  was  "the  valid  goal  of  pro- 
viding incentives  for  efficiency  and  economy,"  as  shown  by  both  case  law 
and  congressional  legislative  history.     Since  determination  of  policy  to 
further  such  a  goal  is  a  function  of  an  administrative  agency,  the 
court  was  constrained  only  to  examine  the  evidentiary  record  before  DHEW  in 
order  to  evaluate  whether  it  was  acting  in  an  arbitrary  or  capricious 
manner  in  approving  the  Massachusetts  Medicaid  reimbursement  plan.  The 
court  found  that  the  plan,  which  equated  the  average  cost  of  Medicaid 
patients  with  the  average  cost  of  all  patients  and  established  ceilings  on 
allowable  increases,  was  reasonable.     Furthermore,  the  hospital  could  not 
meet  its  burden  of  proof  demonstrating  a  sufficient  basis  for  the  court  to 
come  to  a  contrary  conclusion. 

Additionally,  the  court  examined  the  administrative  procedures 
available  to  the  hospital  and  determined  that  it  was  not  denied  due  process 
by  virtue  of  not  having  a  hearing  prior  to  the  setting  of  an  individual 


See  California  Hosp.  Ass'n.  v.  Obledo,  No.  CV  76-903-R  (CD.   Cal .  Nov.  5, 

1976)    (court  overturned  the  methodology  involved  despite  DHEW  approval 
of  same) . 

Massachusetts  Gen.  Hosp.  v.  Weiner,  569  F.2d  1156   (1st  Cir.  1978). 
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rate.     An  aggrieved  hospital  had  the  opportunity  under  Massachusetts  law  to 
challenge  both  the  propriety  of  the  reimbursement  formula  and  its  specific 
application  to  the  institution. 

Finally,  the  court  concluded  that  the  distinction  between  "actual" 
and  "reasonable"  costs  was  intentional  and  reflected  a  policy  judgment  that 
was  within  the  agency's  scope  of  authority.     If,  however,  the  hospital 
could  demonstrate  that  the  discrepancy  between  its  actual  costs  and  Medicaid' 
reimbursement  level  was  so  substantial  as  to  make  payment  of  "reasonable" 
costs  impossible,  a  court  might  be  able  to  find  that  the  formula,  as 
applied  to  that  hospital,  was  arbitrary  and  capricious.     The  court  found 
that,  as  a  matter  of  fact  rather  than  law,  the  hospital  had  not  presented 
sufficient  evidence  to  show  that  it  had  incurred  significant  and  unjusti- 
fiable losses  resulting  from  the  Medicaid  reimbursement  formula  as  approved 
by  DHEW. 

The  litigation  in  New  York  has  been  more  prolonged  and  complex, 
although  it  basically  has  addressed  many  of  the  same  issues. 32  The 
Hospital  Association  of  New  York  State  (HANYS)   challenged  DHEW s  approval  of 
the  New  York  Medicaid  plan,  which  in  1976  established  a  ceiling  level  of 
100  percent  of  the  group  average  rather  than  110  percent,  as  it  had  been  in 
1975.     Since  DHEW' s  approval  was  an  informal  decision-making  process,  no 
administrative  requirement  for  a  formal  record  existed.     The  court,  there- 
fore, conducted  a  de  novo33  review  of  the  facts  that  were  before  the 
agency  at  the  time  it  made  its  decision,  and  of  DHEW s  rationale  in  con- 
struing those  facts.     This  factual  review  required  the  court  to  undertake 
a  substantially  more  detailed  analysis  than  had  the  court  in  Massachusetts 
of  the  actual  New  York  reimbursement  formula  and  of  the  contradictory 
allegations  of  its  impact  on  Medicaid  patients  in  New  York  hospitals. 

Ultimately,  the  court  held  that  HANYS  had  also  failed  to  sustain 
its  burden  of  proof  in  showing  that  DHEW  acted  arbitrarily  or  capriciously 
in  approving  the  New  York  formula.     The  court  did  find,  however,  that  DHEW 
acted  arbitrarily  and  capriciously  in  approving  a  portion  of  the  New  York 
formula,  which  reduced  reimbursement  for  interns'   and  residents'  salaries 
from  100  percent  to  90  percent;  although  some  proportion  of  their  time  was 
attributable  to  education  rather  than  patient  care,  there  was  no  rational 
basis  for  enacting  an  across-the-board  disallowance.     Additionally,  and 
perhaps  more  importantly,  the  regulations  provided  no  right  to  appeal  this 
disallowance.     Therefore,  the  court  refused  to  sustain  DHEW s  approval  of 
this  portion  of  the  state  Medicaid  plan. 

As  in  Massachusetts,  the  court  in  New  York  was  cognizant  of  the 
need  to  provide  incentives  for  efficiency  and  economy  in  hospital  costs. 
The  decision  evidences  a  deference  to  agency  familiarity  with  industry 
conditions  and  administrative  expertise  in  the  actual  calculation  of 
applicable  rate  formulas.     However,  both  courts  were  strongly  concerned 
about  the  availability  of  appellate  procedures  to  a  hospital  that  could 
demonstrate  that  extenuating  circumstances  led  to  costs  exceeding  the 
reimbursement  ceiling.     At  the  time  DHEW  approved  the  New  York  plan,  the 


Hospital  Ass'n.  of  New  York,  Inc.  v.  Toia,  473  Supp.  917  (S.D.N.Y.  1979). 
A  complete  and  new  review  of  the  facts. 
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state  was  still  developing  an  appeals  mechanism  manual.  Nevertheless, 
the  court  held  that  DHEW  had  sufficient  basis  for  relying  on  the  oral 
assurances  of  the  state  that  the  manual  would  soon  be  completed  and 
distributed.     Thus,  provided  that  a  state  offers  sufficient  appellate 
rights  to  hospitals,  with  subsequent  rights  of  judicial  review,  DHEW 
approval  of  "reasonable"  prospective  Medicaid  reimbursement  rates  set  by 
state  authorities  will  probably  be  sustained. 


5.5  Voluntary  Programs 

The  Arizona,  Minnesota,  and  Western  Pennsylvania  programs  all 
allow  some  form  of  voluntary  hospital  compliance  in  their  rate-setting 
procedures.     The  appellate  procedures  applicable  to  rate  review  in  the 
other  six  states  are  inapplicable  to  these  states.     For  example,  if  a 
hospital  disagrees  with  the  findings  of  the  rate-setting  agency  in  Arizona, 
Minnesota,  or  Western  Pennsylvania,  the  hospital  may  ignore  the  agency's 
financial  conclusions.     Compliance  in  these  states,  albeit  voluntary,  is 
achieved  through  mechanisms  other  than  the  judicial  process.     There  has, 
therefore,  been  no  litigation  in  these  states. ^ 

In  Minnesota,  the  health  department  is  statutorily  required  to 
promulgate  rules  and  regulations  pertaining  to  the  rate  review  process. 
The  administrative  rule-making  procedures  discussed  in  reference  to  other 
states  are  also  applicable  in  Minnesota;  the  state  APA  does  not  deviate 
significantly  in  any  of  the  requirements  for  promulgation  of  rules  and 
regulations  from  the  general  outline  delineated  earlier,  such  as  notice, 
publication,  and  comment  and  review  procedures.     Under  the  Minnesota 
enabling  legislation,  a  hospital  aggrieved  by  a  final  agency  determination 
has  the  right  to  administrative  and  judicial  review.     Since  the  findings  of 
the  hospital  association,  which  is  regarded  as  a  voluntary,  nonprofit  rate 
review  organization  under  this  statute,  are  subject  to  approval  by  the 
commissioner,  in  theory,  all  the  statutory,  common  law,  and  institutional 
safeguards  generally  available  in  an  administrative  appeal  will  also  be 
applicable  here. 

In  Arizona,  the  Department  of  Health  Services  is  simply  directed, 
under  statutory  authority,  to  establish  "guidelines"  that  will  be  used  in 
evaluating  hospitals  that  choose  to  participate  in  the  program.  These 
guidelines  are  not  subject  to  the  requirements  of  the  Arizona  APA  and  are 
derived  from  "the  current  edition  of  the  statement  on  the  financial  require- 
ments of  health  care  institutions  and  services,  as  adopted  by  the  American 
Hospital  Association  ..."         The  only  requirement  for  public  hearings 
applies  to  the  local  HSAs  in  situations  in  which  a  hospital  has  submitted 


All  of  those  states  passing  mandatory  compliance  legislation  have 
experienced  litigation  except  Washington.     In  that  state,  the  only  suit, 
Cadillac  Hosp.  of  Richland  v.  Washington  State  Hospital  Comm'n. ,  was 
filed  and  subsequently  withdrawn  following  agreement  by  both  parties  on  the 
availability  of  administrative  review  procedures.     The  exceptional  existence 
of  informal  review  procedures  in  Washington  may  be  the  principal  reason 
behind  this  mandatory  state's  dearth  of  case  law. 

Ariz.   Rev.  Stat .  §36-436 ( B) . 
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a  proposal  for  a  new  rate  schedule;   the  HSA  is  then  directed  to  hold  public 
hearings  within  thirty  days,  with  at  least  ten  days  notice.     As  in  Minnesota, 
if  an  institution  is  aggrieved  by  the  decision  of  the  HSA  or  Department  of 
Health  Services,  it  has  the  option  of  ignoring  their  findings.     Since  there 
is  no  statutory  mandate  of  compliance,  there  are  similarly  no  provisions 
for  administrative  or  judicial  appeals. 

The  program  in  Western  Pennsylvania  may  be  regarded  as  the 
most  "voluntary"  of  the  three  programs  under  present  discussion.     It  is 
completely  devoid  of  state  regulation  or  involvement;   instead,  it  is 
conducted  by  Blue  Cross  of  Western  Pennsylvania,  a  private  corporation. 
Thus,  state  administrative  rights  and  remedies  available  under  the  other 
programs  have  no  relevance  here. 

5.6  Conclusion 

The  preceding  review  of  procedures  and  case  law  compels  a  number  of 
observations  concerning  the  organization  and  operation  of  state  rate-setting 
programs.     These  observations  may  become  particularly  important  where  the 
proposed  design  of  federal  cost  containment  legislation  continues  to  include 
exemptions  for  state-operated  programs. 

First,  agencies  must  carefully  consider  which  kinds  of  review 
policies  should  be  promulgated  as  regulations.     After-the-fact  disruption  of 
a  budget  rate  decision  may  not  help  to  assure  credibility  and  public 
acceptance  of  the  agency's  policies. 

Second,  if  it  does  nothing  else,  an  agency  should  punctiliously 
follow  procedural  requirements.     Courts  may  be  inclined  to  be  quite 
scrupulous  in  assessing  whether  agencies  have  strictly  followed  applicable 
procedures  in  developing  or  applying  policy  even  though  such  courts  are 
willing  to  defer  to  agency  expertise  on  the  merits  of  that  policy. 

Third,  enabling  legislation  should  carefully  spell  out  the  role 
and  scope  of  review  of  administrative  appellate  processes.     The  statutes 
should  minimize  the  possibility  that  findings  of  fact  and  law  in  adminis- 
trative appeals  could  be  used  to  undermine  agency  policy  responsibilities. 

Fourth,  enabling  legislation  should  be  flexible  but  sufficiently 
comprehensive  to  allow  the  administering  agency  to  modify  policy  as  circum- 
stances change  without  becoming  vulnerable  to  charges  that  it  has  acted 
beyond  the  scope  of  its  delegated  authority.     The  agency  should  insure,  to 
the  extent  possible  or  customary  in  the  state,  the  existence  of  a  record  of 
legislative  purpose  in  enacting  the  statute  and  a  record  of  explicit  agency 
interpretation  of  that  enabling  act. 

Fifth,  while  courts  will  generally  defer  to  agency  expertise  in 
developing  and  applying  policy,  the  agency  has  the  responsibility  to  build  a 
record  supporting  the  reasonableness  of  its  determinations.     The  record 
should  delineate  the  rationale  for  a  regulatory  outcome  and  indicate  that 
consideration  has  been  given  to  alternative  approaches  recommended  to  the 
agency. 
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Despite  occasional  hints  of  hostility  on  the  part  of  the  courts 
toward  rate-setting  programs,  the  review  described  in  this  chapter  suggests 
that  an  agency  that  pays  appropriate  attention  to  general  principles  of 
administrative  law  should  be  able  to  achieve  program  objectives  without 
enduring  ongoing  judicial  intervention  in  its  operation. 
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